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PREFACE 

1)ANK£RS and business men have 
long since recognized the value of 
practical credit training as a sound basis 
for financial or commercial leadership. 
They know that success in business is 
based very largely on education^ ex- 
perience^ and industry but that all these 
essential qualities must be backed up by 
real financial ability and study. No 
better school for such training can be 
found than that offered by the credit 
department of any good bank^ and it is 
not at all surprising that so many 
young men desiring to become sucessful 
bankers and business men seek this ex- 
perience. 

This book is therefore written for the 
benefit of those who are desirous or 
about to start in bank credit work. In 
the following chapters may be found 
practical information and advice as to 
the steps to be taken in a credit in- 
vestigation and analyzation of a credit 
risk. Many excellent books and ar- 
ticles have been written regarding the 
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theory of credit, credit and collections, 
character, capacity and so on, but most 
of such works are better adapted to per- 
sons who have had some credit experie- 
ence. Some of them are also mostly 
theoretical. The purpose and aim of 
this book is to give the beginner, or the 
young man who wishes to take up credit 
work, exact, definite and practical in- 
formation, in as concise a manner as 
possible, as to what problems he may 
expect to meet in a bank credit depart- 
ment. Credit investigating is intensely 
interesting and broadening, its possi- 
bilities are unlimited, and the bank in- 
vestigator of today has the opportunity 
of becoming the credit manager or of- 
ficial of tomorrow. 
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The Bank Credit 
Investigator 



CHAPTER I 

Development of Bank Credit Work 

THE work of a bank^ it has been 
aptly said^ may be divided into 
three parts^ namely — obtaining 
money on deposit^ putting it out at work, 
and watching it while working. Every 
bank no matter how large or how small, 
has these functions although they may 
be more or less divided and apparently 
concealed in many ways. Any one who 
has had banking experience either as a 
depositor or employee, has a general 
knowledge of the first two operations 
and for that reason we shall confine our 
remarks to the work of a bank's credit 
department, which has to do with the 
third function, that of watching the 
bank's money while it is working. 

Practically every commercial bank, 
regardless of size, has a credit depart- 
ment. This department may not be 
known by such a name and in the case 
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of the smaller banks^ the credit depart- 
ment may be represented hj the cashier 
who has a multitude of other duties to 
perform as welL Nevertheless no bank 
can operate to the best advantage with- 
out complete credit informationi at least 
on its own customers. As one weU- 
known bank president recently stated: 
"The success or failure of a bank de- 
pends on how it selects its risks." 
, In the smaller communities^ of course^ 
the gathering of credit information is 
not of a very complex nature. The 
cashier of the small bank is acquainted 
with practically everyone of importance 
in the town and what is more^ he usually 
knows all about their habits and busi- 
ness in general He can tell from his 
daily observations whether his customers 
are living beyond their means and 
whether or not they are worthy of bank 
credit. Such a cashier also knows many 
of the people living in the adjacent rural 
districts and on farms^ and being fa- 
miliar with the values of the property 
and crops he can quite accurately size 
up the net worth of such individuals. 
In the larger cities, however, the gath- 
ering of credit information assumes a 
different aspect and presents a greater 
problem. The bankers in the principal 
business centers of the country cannot 
hope to know personally more than^ 
very small percentage of the popula- 
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tion, and many of the people they do 
know may not happen to be customers 
of that particular bank. For this reason 
an up-to-date credit department with all 
its means and methods of collecting and 
filing credit information becomes a ne- 
cessity. 

Twenty-five years ago even the lar--^ 
gest banks were only beginning to 
realize the importance of a credit de- 
partment, so this work has been J 
developed almost entirely within a 
comparatively short time. In former 
days bank officials attempted to keep in 
mind practically all details regarding 
the various accounts which they han- 
dled. Consequently, if absent from the 
bank, because of illness or business, im- 
portant matters were often obliged to 
await their return. With the shortcom- 
ings of this memory method more ap- 
parent and with the growth of bank 
deposits, there arose the necessity of 
individual and complete credit files with 
information systematically recorded. 

Some bankers may claim that the 
maintenance of a cr^t department is 
very expensive and not worth the money 
and effort involved. These men however 
fail to take into consideration the fact 
that in all lines of business there are 
certain departments which can not be 
classed as money makers, yet without 
them the actual money making depart- 
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ments would be unable to function. In 
any commercial house^ for example^ the 
sales department is usually the one 
which originates business and keeps the 
concern going but nevertheless no one 
will deny that cost and accounting 
systems are very necessary. A good 
salesman may often receive a larger 
salary than an accountant yet both are 
essential to a business^ and a complete 
well-balanced organization with all its 
many departments is what tends toward 
success. 

So in bankings while the officers direct 
the affairs of the bank^ introduce new 
business and plan for its future, a 
smooth working organization is neces- 
sary to assist them. Nothing is more 
important in this organization than an 
up-to-date credit department ever ready 
to aid by having complete and accurate 
information available regarding any 
proposition in question. It is compara- 
tively easy for a bank officer to make a 
loan or to turn down one^ but the diffi- 
culty lies in making the right loan^ by 
which we mean lending an appropriate 
amount to a certain individual and being 
satisfied that the money will be paid 
when due. Any means of ascertaining 
the correct facts in connection with the 
standing of a client^ or the condition of 
a certain line of business^ is an economy 
not to be ignored by the most thrifty 
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banker. He must always bear in mind 
that the great share of the money he is 
loaning belongs to the depositors and 
not to the bank^ and while there is al- 
ways a risk involved this risk must be so 
minimized as to make the percentage of 
loss but a nominal one. Should there 
be no loss the bank would possibly be 
operating on such a conservative basis 
as to retard its growth. 

Credit Department Services 

There are several important services 
which a credit department can render 
its own institution as well as the bank's 
clients and we shall therefore discuss 
these briefly so that we may have a 
better idea of the department's scope 
and activities. 

Probably the most important function 
is to keep the officers informed of the 
business standings financial reputation 
and moral responsibility of the bank's 
borrowing customers. This information 
is gathered by periodical revisions which 
cover bank and trade checkings and 
comparison of figures. The result of 
the revision should indicate whether 
lines of credit should be contintied, in- 
creased^ decreased or in certain cases, 
discontinued altogether. Weaknesses 
are frequently disclosed, such as de- 
crease in profits^ over-buying of mer- 
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chandise or unduly large plant expan- 
sion and it may often happen that a 
thorough and confidential review of the 
situation by the custcnner and his bank 
will avoid trouble. During ordinary 
times revisions are usually made once a 
year^ but changing conditions often 
make necessary a closer supervision. 

The second important function of the 
credit department is to investigate the 
standing and moral worth of prospective 
customers. Bank officials differ as to 
the time when such an investigation 
should begin^ some maintaining that it 
should not be made until the account is 
opened and others insisting that a pre- 
liminary investigation should be made 
before the account is solicited. The last 
method is believed to be the one most 
generally in use especially by the larger 
banks. While there is considerable 
competition for new accounts most 
banks desire to maintain a certain 
standard^ and it would be awkward, to 
say the leasts to accept an account 
which was later found to be undesirable. 
Also^ it must be remembered that most 
commercial houses maintain banking 
connections to a great extent for borrow- 
ing purposes, and where a new account 
is accepted there is often somewhat of 
a moral obligation to loan money when 
requested and especially if satisfactory 
balances have been maintained. Hence 
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it would be unwise to solicit or accept a 
commercial account which would not be 
satisfactory from a borrowing stand- 
point sometime later. 

Thirdly, the credit department can be 
of great service to correspondent banks 
which make inquiries on commercial 
paper and miscellaneous names. One 
of a bank's most important sources of 
revenue, especially a city bank, comes 
from the use of balances carried by out 
of town bankers. These accounts are 
very desirable as many of them borrow 
but occasionally and then upon a se- 
cured basis. The correspondent banks 
appreciate good service and have the 
right to expect it, and it is here that the 
credit department proves itself espe- 
cially valuable. The result of the inves- 
tigation made on commercial paper 
names for the correspondent bank is 
likewise of benefit to the bank itself, 
for there are seasons when there are 
available surplus funds and the purchase 
of good commercial paper very desir- 
able. However, a bank can not hope to 
have a complete up-to-the-minute folder 
on every note in the market and the 
credit manager must be familiar with 
these names, and aside from direct re- 
quests, know which folders should be 
fairly often revised. If some discrimi- 
nation were not made and the work 
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limited the expenses of the department 
would be excessive. 

A commercial bank^ as the designation 
implies^ has the accounts of manufac- 
turers^ jobbers and wholesalers^ all of 
which are realizing as never before the 
value of their banks' credit depart- 
ments. Through such departments they 
can check prospective accounts learning 
business and trade conditions and ob- 
taining prevailing opinions^ and in fact 
obtain and exchange all kinds of infor- 
mation. The banks in turn receive 
valuable data and opinions by consulting 
with the commercial credit men. 

Credit Training Desirable 

A few years ago one would have 
hardly believed that the larger banks 
of this country would some day be em- 
ploying a large number of young men 
to investigate the standing of customers 
and other concerns^ yet today there is 
probably not a city bank of any size 
which does not use the services of one 
or more young men for this very pur- 
pose. In fact, there are great oppor- 
tunities for gaining financial knowledge 
and for general advancement by enter- 
ing this side of banking. One might ask 
whether there are not opportunities in 
all branches of banking as there have 
been heretofore. Surely there are, but 
the banker of this generation realizes 

8 
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as never before that the banking busi- 
ness embraces something more than a 
knowledge of reserves, circulation, and 
the many technicalities of the business 
itself. During the past few years the 
competition for new accounts has been 
very noticeable and the element of 
service is one of the biggest factors in 
building up or making a bank. 

The great majority of a bank's 
customers are business men who 
have often had years of experience in 
their particular lines of work. These 
men come to their bankers for advice, 
information, financial guidance and 
more often to borrow money. They are 
not interested particularly in the inter- 
nal workings of the bank except as they 
affect their own affairs. The banker 
must therefore have a broad knowledge 
of all lines of business and be posted as 
to present conditions and the outlook 
for the future. He must be able to 
converse intelligently with the meat 
packer, help him with his problems, and 
then turn to the silk manufacturer, the 
cotton broker, the exporter, and so on 
as the case may be. Should he merely 
be able to tell his clients of the details 
of a bank statement, the workings of 
the Federal Reserve System, or discuss 
only banking subjects, he would prob- 
ably not again be favored with their 
presence relative to business. 
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To illustrate this point more clearly 
a story recently told by a New York 
bank credit manager may be apropos. 
It seems that one of the bank's cus- 
tomers had applied for additional credit 
but before granting this^ the credit 
manager with one of the bank officers 
decided to call upon the client. The 
officer was one of the older generation 
and had been brought up in the bank 
from boyhood and had studied little but 
banking in all of its details. During 
the conversation the credit manager 
asked the customer for his latest state- 
ment^ and when told that due to rush 
of business^ inability to complete inven- 
tory and other reasons the statement 
was not as yet ready^ the bank officer 
threw up his hands in horror and ex- 
claimed "What, don't you balance your 
books every night?" While this story 
may seem a little far-fetched, it is said 
to be true and well exemplifies the fact 
that business houses are not run on 
exactly the same basis as banks and that 
the successful banker is one who can 
meet his customer more than half way. 

With this idea in mind it is not diffi- 
cult to understand why the bank clerks 
of this generation are desirous of enter- 
ing the credit department and becoming 
credit investigators. In no other de- 
partment can they obtain a broad and 
complete knowledge of commerce and 

10 
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industry so vitally linked with the hank- 
ing business. 

The bank credit investigator is an 
aide to the credit manager or credit 
officer and is the one who determines 
the facts in connection with the 
standing of a customer or a prospective 
one^ or gathers data regarding the con- 
dition of a particular line of business. 
As stated before it has only been in 
recent years that the importance of the 
investigator's place in the banking pro- 
fession has become so universally recog- 
nized. Formerly the banks waited for 
information to come to them^ but now 
they go after the information without 
waiting. 

Credit Department Statistics 

In order to show more concretely the 
importance of this work a compilation 
of the number of people engaged in 
credit work in twenty representative 
New York City banks with resources 
ranging from $25^0Q0^000 to $1^000,- 
000^000 was made a short time ago. It 
was found that these banks had total 
employees of 16^395 of which 1,898 
were officers and department heads 
leaving 14^997 bank clerical employees. 
Of this number 1,118 were actively en- 
gaged in credit work. The subdivision 
of this figure showed that 241 of the 
credit employees were investigators, 201 

II 
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were inside credit men whose duties 
were to give out credit information to 
other banks and write credit letters, 
and the remainder, 676, were stenogra- 
phers and clerks. The total gross de- 
posits and resources of these twenty 
banks at the time were $4,289,812,347 
and $5,878,975,427 respectively, while 
those of all New York national and 
state banks and trust companies were 
$6,189,806,575 and $8,069,022,840. It 
therefore appears evident that the num- 
ber of people actively and directly 
engaged in bank credit work in New 
York City alone is considerably in ex- 
cess of the number mentioned. 

In analyzing figures such as the fore- 
going, however, it must be borne in mind 
that there are various types of banks. 
Some banks have many commercial 
accounts which necessitate extensive 
investigation while other banks have 
large personal or trust fund accounts 
which call for little investigation. 
Figures which have been compiled reveal 
that one bank having resources in the 
neighborhood of $800,000,000 has over 
thirty investigators while another bank 
of the same size but having an entirely 
different class of business, employs but 
five. Also a smaller bank, of but one- 
tenth the size, and doing a commercial 
business is using three investigators. 
Bank credit figures and statistics, there- 

12 
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fore^ depend on the character of the 
banks in question^ and no one can rightly 
assume that one-tenth or one-twelfth, 
or any set percentage^ of all bank em- 
ployees in any city, or in the United 
States^ are engaged in credit work. We 
do at least know^ however^ that the 
credit departments of several New York 
City banks have doubled^ and in some 
cases tripled in size^ during the past 
few years^ and it is safe to assume that 
the same conditions exists in many 
banks of our other large cities. 

Qualifications of an Investigator 

To return to our discussion of the 
bank credit investigator^ the young men 
employed as such are largely high school 
or college graduates who have had some 
banking experience or who have been 
selected for credit work for their 
shrewdness^ address and common sense. 
A well known New York bank official 
recently described the ideal investigator 
in the following manner: "The ideal 
investigator is a college graduate who 
has been engaged in bank work for 
some time^ and who has a good genera] 
knowledge of the theory of banking and 
the routine operations of the banking 
business. He should have a pleasing 
personality — ^the kind of a man who is 
able to make friends easily — ^and above 
all things not inclined to jump too 

18 
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quickly at conclusions. I consider it 
essential under normal conditions that 
every investigator should have at least 
the equivalent of a high school educa- 
tion^ that he should spend a year in 
general bank work before specialising 
in credits^ and that he should not he 
permitted to represent a bank on the 
street without first having spent at least 
six months in studying the theory of 
business enterprise^ analysis of state- 
ments^ and credit department methods 
generally. Under certain conditions^ 
this is often impossible but no bank 
should expect its investigators to prac- 
tice on the public. This is particidarly 
important when we realize the many 
times we have had to contend with in- 
vestigators who circulate rumors and 
spread gossip. They do not do this 
because of any innate tendency to make 
trouble^ but because of ignorance of the 
problems involved^ and often because of 
an eagerness to make good on a piece 
of gossip which they would like to con- 
firm." 

This banker has described the "ideal 
investigator" and it is quite certain that 
all banks wish to obtain as near that 
type as possible. Every young man, 
however, due to circumstances, cannot 
be a college graduate or even a high 
school graduate, and it would be unwise 
to state that only men with such qualifi- 

14 
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cations could hope to become successful 
investigators or bank officials. A great 
deal depends on a young man's energy^ 
desire to learn and general aptitude. 
Many college graduates do not have the 
first idea as to the meaning of a financial 
statement^ nor do they understand the 
elementary principles of accounting or 
credit work. There are also thousands 
of bank clerks who lack the same knowl- 
edge^ yet have the desire to learn and 
ability to succeed if once started on the 
right course. It is^ therefore^ with the 
idea of helping such men that this bo<^ 
has been prepared^ and as explained in 
the preface it is intended to be concise 
and practical rather than to cover more 
generally all phases of credit in possibly 
a theoretical manner. 

When starting in credit work it is 
important for the beginner to know that 
the credit department has a wider field 
than merely preventing loss. The 
credit investigator must be constructive 
and have vision and must carry a spirit 
of courtesy and financial knowledge to 
all with whom he comes in contact. By 
so doing he can be of assistance in ob- 
taining new business and at least start 
many new accounts on their way. He 
should remember that the old rule of 
quality and not quantity is applicable 
to banking and that the small account 
of to-day may be the large one of to- 

15 
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morrow. An impartial and conscientious 
investigation should always be made in- 
stead of endeavoring to do just what is 
actually necessary and no more. 

To make the proper presentation of 
facts for an officer or as the basis of a 
recommendation to a customer^ a certain 
basic routine of investigation must be 
followed. The agency reports must be 
studied^ the financial statement analyzed 
and the banks^ broker and trade houses 
interviewed^ and finally all data must be 
brought together and summarized. A 
complete investigation is not always 
necessary or desirable^ but each phase 
will be discussed in the subsequent 
chapters so that the beginner will 
have a practical and definite idea of how 
to proceed. 



16 
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CHAPTER II 

Organization of the Credit 
Department 

TTHE services of a bank's credit 
'*' department and the qualifica- 
tions of the investigator were dis^- 
cussed in the last chapter^ and at 
this time some idea of the organization 
of the credit department and the 
mechanical side of the work may be of 
interest as well of importance. Need- 
less to say the person who is about to 
take up this work will not be concerned 
with the formation of such an organiza- 
tion, but will have to know, nevertheless, 
just how the woridngs of this depart- 
ment are co-related and how the con- 
trol of possibly thousands of accounts, 
representing many millions of dollars, 
is brought about. For purposes of 
illustration we shall therefore take into 
consideration the organization of a large 
credit department such as may be found 
in many of the banks in our larger 
citief. Such an organization will, of 
course, be entirely too elaborate for the 
smaller bank, but may be cut down pro- 
portionally and the more specialized 
duties handled by one or more people as 
the case may be. 

IT 
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Control of Bank Credits 

The control of a bank's credit de- 
partment^ should we go to the primary 
source lies of course^ with the presi- 
dent. While the duties of this officer 
are necessarily of an executive nature, 
and pertain to all departments of the 
bank, it is very seldom that a large loan 
is made or an important credit decided 
upon^ without his knowledge and sanc- 
tion. He may not go into the matter 
in great detail as do the junior officers 
and may very largely take their recom- 
mendations, but as he is primarily re- 
sponsible for the successful manage- 
ment of the institution, his ap- 
proval or disapproval is essential. Im- 
portant credit matters are often not 
only discussed by the various officers 
and the president, but in many cases 
are brought to the attention of the direc- 
tors at their weekly meeting. The 
directors are usually men of prominence 
in their particular lines of endeavor 
and in many cases have a close per- 
sonal knowledge of the corporation or 
firm to whom thp extension of a large 
amount of credit may be considered. 
Should the majority of the directors 
disapprove of the loan under consider- 
ation, it is quite evident that it would 
not be made, regardless of the presi- 
dent's view or those of any of the other 
officers. 
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The great majority of credit matters 
hre, however^ passed upon by the one 
or more vice-presidents in charge of this 
work. In many banks we find that this 
work is divided either alphabetically^ 
according to sections of the country^ 
or according to the type of business 
under consideration. The advantages 
and disadvantages of these classifica- 
tions will be discussed later^ and in any 
case, the vice-presidents interview cus- 
tomers with whom they discuss present 
day conditions and after a thorough 
review of the situation, establish lines 
of credit or decide upon a specific loan. 

Duties of Credit Manager 

Next in line after the credit vice- 
presidents^ come certain assistant vice- 
presidents and assistant cashiers who 
are also engaged in credit work. The 
duties of these officers are very similar 
to those of the senior officers, the main 
difference being that smaller and less 
important accounts are handled and 
more detailed work devolves upon these 
men. In some cases an assistant cashier 
is actively in charge of the credit de- 
partment^ but in most instances, espe- 
cially among the larger banks, the 
department is under the control of a 
credit manager. The duties pertaining 
to such a position are many and the 
person so engaged must have marked 
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executive ability^ must be able to organ- 
ize the work in an efficient manner^ 
employ the proper assistants^ and 
co-operate with the credit departments 
of other institutions. He must also be 
capable of mastering infinite details^ 
have a broad knowledge of the bank's 
customers^ and be able intelligently to 
pass upon numerous credit letters to 
the bank's many correspondents and 
clients. As the personnel of many 
credit departments ranges from fifty to 
one hundred or more people^ and as the 
duties of the manager are very exact- 
ing^ it can be seen that only a man of 
ability and experience can fill this posi- 
tion. Most credit managers have^ as a 
right hand man^ an assistant who is in 
still further touch with the workings 
of the department and is personally 
responsible for the efficiency of the 
various sections into which the work is 
separated. These sections are known 
as the investigating^ filings analysis and 
stenographic^ the work of each is 
very closely related^ and only by friend- 
ly co-operation can success be attained. 

Divisional Responsibility in 
Credit Work 

To facilitate further the daily output 
of the credit department^ whether it be 
the revising of the bank's own accounts 
or the compiling of information for 
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clients^ the work is usually sub-divided 
and the same classifications which were 
mentioned in connection with the 
duties of a bank's vice-presidents are 
applicable to the work of the credit 
department. In the case of the smaller 
banks it is usually found that there is 
no need for a classification of the work^ 
and there is no particular divisional 
responsibility pertaining to credit mat- 
ters^ except of an alphabetical nature. 
This method is^ in fact^ followed by 
some of the larger banks but little else 
can be said in its favor aside from the 
fact that it is an expedient by which 
the work can be easily distributed. 

Where the classification or distribu- 
tion of credit work is handled according 
to territory which may cover either one 
or more states or a Federal Reserve 
District^ we find that all matters per- 
taining to such territory are cared for 
by certain specified officers and mem- 
bers of the credit department. The 
advantages of this form of divisional 
responsibility are quite pronounced and 
it is very evident that tiie persons thus 
assigned to the work of a particular 
territory have a better knowledge of the 
prevailing conditions in that locality 
and the needs of such clients than were 
they endeavoring to keep in touch with 
all sections of the country. They be- 
come very familiar with the accounts so 
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located^ and they are also able to keep 
well informed regarding general condi- 
tions prevailing in that particular part 
of the United States. Local newspa- 
pers and magazines are followed and 
by this method the bank is able to know 
at all times just what the real situation 
is in nearly every place. In view of 
this intimate knowledge of prevailing 
conditions^ it is felt that such men can 
far better size up a credit risk than if 
their knowledge were more general. 

Other bankers^ however^ contend 
that greater success and more efficiency 
can be attained by confining one's efforts 
to a particular line of business^ such as 
the woolen^ silk^ importing and export- 
ing^ motor or iron and steel industry; 
and feel that persons trained along 
such lines are well fitted to analyze 
data peculiar to these particular 
industries and can thus pass upon 
credits in a more intelligent manner. 
Bankers who favor this method of divi- 
sional responsibility argue that a de- 
tailed knowledge of prevailing condi- 
tions in a certain territory is not as 
valuable as a highly specialized knowl- 
edge of a particular industry. In other 
words^ it is claimed that anyone in 
touch with the times knows that condi- 
tions in the South are now unfavorable 
and that all business in that locality is 
more or less affected^ while few persons 
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on the other hand^ have a thorough 
knowledge of the manner in which the 
cotton crop is financed. It would 
therefore seem that this system of credit 
work classification would prove to be 
an ideal arrangement^ especially as it 
would afford an opportunity to attain a 
more highly specialized knowledge of 
the accounts under one's control than 
could otherwise be the case. Either of 
the methods outlined are^ of course^ only 
applicable to the larger banks and 
could not be adopted to any advantage 
by smaller banks where officers and cus- 
tomers are less numerous. 

Returning again to the organization 
of the credit department^ we find that 
the manager and his assistant are 
usually aided by a number of division 
heads. The men holding such positions 
have^ of course, had considerable inves- 
tigating training and are in full charge 
of all investigating and revision work 
pertaining to their division. The duties 
of these men are much the same, 
whether the alphabetical, territorial or 
industry scheme of responsibility is 
followed, and include the assignment of 
work to the investigators, the inspec- 
tion of investigations, the answering of 
verbal and mail inquiries and the full 
analysis of credit risks for the loaning 
officers. The nature of these duties is 
necessarily very exacting and requires 
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considerable experience and ability. 
Statement analysis is also sometimes 
handled by the (^vision men^ although 
in certain of the larger banks this work 
is carried on by a separate section of the 
credit department. The analysis of 
statements will be discussed at some 
length in subsequent chapters^ and it is 
needless to say that a thorough knowl- 
edge of this phase of credit work is of 
the utmost importance. 

Handling the Daily Mail 

As the credit department of a large 
bank receives a great number of inquir- 
ies each day^ it is quite necessary that 
the work of handling these letters be 
arranged in a systematic manner. The 
letters which are received each day are 
therefore immediately divided into 
groups^ according to the organization 
of the department^ and are then hand- 
ed to the various division heads. Nota- 
tions regarding these letters as to 
name^ date of receipt and reply, are 
made on a special form prepared for 
that purpose. In case it is found that 
there is sufficient information already 
on hand to answer a letter^ the reply 
can be sent out on the same day that 
the letter is received. In some cases^ 
however^ the bank may have little or 
no information of value and in such 
instances the letter must be acknowl- 
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edged and the name turned over by the 
diTision head to the investigator who 
will make the necessary investigation. 
The investigator is usually furnished 
with a printed form filled in to outline 
the purpose and scope of the investiga- 
tion^ and in the case of the less experi- 
enced investigators rather full direc- 
tions can thus be set forth as to how 
to proceed. An investigation may con- 
sume a few houts or one or more days 
depending on the nature of the name 
and the experience of the investigator; 
and when finished is turned over to 
the division head for inspection. A 
letter of reply to the inquirer is there- 
upon prepared by the division head^ the 
investigator^ or in smaller banks by the 
official to whom the letter is addressed. 
Should any of the letters received in 
the daily mail require particular atten- 
tion, they are placed where they will 
have first consideration. By the sys- 
tem as outlined, a thorough check is 
maintained, and every division head 
knows at all times how many inquiries 
are unanswered and the number of in- 
vestigations which are pending. These 
men familiarize themselves with the 
situation constantly, and in the case of 
special matters it is their duty to so 
adjust the work that the investigator's 
time is effectively utilized. If some 
such method were not followed, and 
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the mail were answered in the ordinary 
way, it would be possible for a special 
matter to go mmoticed for several 
hours. The matter of caring for the re- 
visicm of the credit folders pertaining 
to a bank's own customers is more of 
a routine nature and is carried on reg- 
ularly by certain investigators who are 
little affected by the daily inquiries 
which so often need special attention. 
AU credit investigators, whether they 
report directly to a chief investigator, 
the assistant credit manager, or to a 
division head as the case may be, work 
hand in hand with the division men and 
likewise the duties of the analysis and 
stenographic sections are closely re- 
lated. The duties of the latter are self- 
evident although it might be mentioned 
that the dictaphone has come to play 
an important part in many large credit 
departments, especially in the transcrib- 
ing of the investigators' interviews 
which are often quite lengthy. 
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CHAPTER III 

Credit Department Filing Systems 

A MOST essential part of credit 
-^^^ work is that of filings and while the 
filing section of any organization or de- 
partment is not in itself particularly in- 
teresting^ its importance is not to 
be overlooked. No credit department 
is complete or possible without a 
good filing system and in fact it might 
be stated that there could be no real 
credit department without the files. As 
soon as the filing system gets out of 
order the work of the department lags 
and becomes inefficient. If the neces- 
sary folder can not be had when needed^ 
time is lost, and if such a case be mul- 
tiplied many times in a day the depart- 
ment's operations soon come to a 
standstill. 

When a young man begins bank cred- 
it work he very often enters the filing 
department and if the right method is 
followed he remains there for some 
time. The amount of valuable informa- 
tion which can be acquired from hand- 
lings sorting or making up credit fold- 
ers is very great. This work may seem 
routine at first and merely of a clerical 
nature^ but for the person who really 
wishes to learn credit work there is no 
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better way to get a firm footing. Sev- 
eral bank (Credit managers and prom- 
inent bank officials of today were for- 
tunate enough when starting their bank- 
ing work to be placed in the credit filing 
department of their institution^ and they 
no doubt owe part of their success to 
that very fact. 

As everyone with any kind of bus- 
iness experience is somewhat familiar 
with the various kinds of filing systems^ 
it will not be necessary to go into much 
detail. Suffice it to say^ i^e files most 
adapted to and conmionly used by bank 
credit departments are the high-grade 
steel filing cabinets^ built in sections 
containing three or four sliding drawers. 
These drawers are adapted to the reg- 
ular letter si^ed folders and hold from 
fifty to one hundred depending upon 
the bulk of the folders. 

Necessity of Systematic Filing 
and Accurate Records 

There are probably no two bank 
credit departments having exactly the 
same kind of filing system^ each bank 
adopting a system best adapted to its 
own needs. The ability to locate a 
folder quickly when needed is the prime 
essential^ and no matter how good a 
system is regarded as beings it is not 
satisfactory unless such is the case. 
Nothing is more annoying or exasperat- 
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ing than for an officer or the credit man- 
ager to call for a certain folder^ in 
order to talk with a client or to answer 
an inquiry, and to learn that the folder 
cannot be found. The time of one or 
two people for sereral hours is some- 
times consumed in trying to locate the 
missing article, and when found it may 
be no longer needed for the particular 
occasion. In order to obviate any such 
difficulty, it is, of course, necessary that 
a slip, bearing the person's name desir- 
ing a folder, be put in its place at the 
time of removal from the files. The 
date should also be included as well as 
the name of the folder. This system 
will not give the desired result, how- 
ever, unless adhered to very strictly. 
An annoying habit of one officer or in- 
vestigator passing a folder from one to 
another, without first returning it to the 
files or at least without having the name 
on the slip changed, is often the great- 
est cause for delays in locating folders. 
Some managers do not feel willing to 
call the officers to account for such 
actions and consequently inquiries from 
other banks, either by personal call or 
by telephone, may sometimes go unan- 
swered for hours, or for days in the 
case of the larger banks. 

In order to obviate this difficulty some 
banks require the use of transfer slips 
and these have been found especially 
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helpful in the case of officers or those 
who are located at some distance 
from the credit department. By 
Uiis system^ should an officer have a 
folder which he wishes to transfer he 
makes out a new slip covering the facts 
and immediately despatches this to the 
credit department where it is placed on 
file in place of the original one. When 
this method is adhered to closely the 
credit department has little difficulty in 
keeping track of its countless folders 
and the problem of missing folders is 
reduced to a minimum. Another safe- 
guard which has proven quite beneficial 
is that of having someone make a list 
of all folders found on each o&ctr's 
desk every morning. Should a loss be 
reported later in the day the missing 
folder can then be traced quite easily. 

Some Filing Systems Now In Use 

No attempt will be made to outline 
an ideal filing system as such systems 
usually prove satisfactory in theory but 
not in practice. As stated before, the 
filing system must be fitted to the bank 
and not the bank to the system^ and 
depends largely on the size and type 
of business handled. For this reason 
a somewhat brief description of various 
systems in use in a few of the larger 
New York City banks will be given. 

The first one is that of a large trust 
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company having over forty thousand 
folders in its credit department. This 
system has three main divisions^ the first 
containing only the expansion press- 
board folders and covering active names 
of three kinds — ^first, deposit and loan 
accounts; secondly^ commercial paper 
or bills purchased names; and lastly^ 
active names in other departments al- 
though not regular accounts. All of 
these folders are filed together alpha- 
betically in the allotted section of the 
files but the different types of names 
can be instantly told by the color of the 
index tab on the folder.^ Folders of the 
first type have blue tabs^ the second 
type yellow tabs, and the third white. 

The second division of this system 
contains press-board folders covering all 
banking correspondents. These fold- 
ers are arranged geographically by city, 
and the index tabs are also blue. 

The third division comprises inactive 
folders which are of the plain manila 
type and cover miscellaneous names and 
investigations of all kinds, made largely 
for the bank's customers. These fold- 
ers have a white tab and are filed 
alphabetically. 

All three divisions of this system of 
filing are governed by an alphabetical 
card index so that in case it is not 
known, one can immediately learn in 
which division a folder may be found. 
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This index also acts as a check on the 
files and gives definite infonnation as 
to whether or not there is a folder on 
the name in question. An excellent 
supplement to this index would be a 
trade index whereby all names in a cer- 
tain trade or business would be grouped 
together. Such an index is especially 
Taluable when, due to conditions^ it 
becomes necessary to revise all names in 
a particular line. 

The second system to be outlined is 
that in use in one of the largest na- 
tional banks, whose credit files contain 
nearly one hundred thousand folders. 
Here we find four main divisions. The 
first includes all of the bank's commer- 
cial accounts and the folders have index 
tabs of a certain color and are filed 
alphabetically. There is no card index 
of these names^ but one would be desir- 
able. In fact, an up-to-date card index 
with frequent cross references is a time 
saver not to be ignored by even the 
smaller credit departments. 

The next division of this system con- 
tains commercial non-accounts, the 
large press-board folders or the cheaper 
manila ones being used as the case may 
require. It is in this division that the 
bank's great collection of information 
on miscellaneous names arising from 
inquiries is filed. These folders are 
also filed alphabetically and bear col- 
ds 
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ored index tabs. In connection with 
this type of names we find that there is 
a classified index hj business and in- 
dustry but this is used largely for 
solicitation purposes* 

The third part of the filing system 
under consideration covers bank ac- 
counts^ and the fourth contains folders 
of banks which are non-accounts. All 
bank folders are filed geographically, 
this being due to the great similarity 
in names. 

The last method of filing whidb wiU 
be discussed is one used in another 
large national bank^ and in this case 
there are three divisions. The first 
contains the bank's commercial accounts 
covering deposit and loan names* The 
heavy press-board folders are used and 
the index tabs are white. A special 
"Library Bureau" filing system, known 
as the "Automatic Index" is used for 
these names and it is not strictly alpha- 
betical. The second division covers 
only commercial paper names^ and these 
heavy press-board folders bearing pink 
tabs are filed alphabetically. The tiiird 
part covers miscellaneous names, the 
folders being the lighter manila type 
due to the fact that they are often but 
little used. This bank has a general 
card index system covering all folders. 
The cards are arranged alphabetically 
and by consulting this index the person 
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can immediately learn whether there is 
a file on the desired name^ and if ao, in 
what division it may be found* All 
files and folders covering bank accounts 
and names are kept in another depart- 
ment of this bank and are not regarded 
as belonging to the credit department. 
The filing systems which have been 
outlined are but a few of the many in 
use by the various New York bankis at 
this time. They are all operated for 
the same purpose, but, of course, with 
varying degrees of success. There is no 
doubt but what these systems could be 
improved in certain ways but many 
credit departments have reached such 
proportions that the work involved in 
making any material changes, as well 
as the necessary delay might not be 
worth the result. As mentioned before, 
no so-called "ideal" system is offered, 
as the purpose of these remarks is 
merely to present to the reader some 
idea of the various methods and systems 
which are more generally known to 
credit men. 

Duties of File Clerks 

The duties of the file clerks are many 
and, of course, vary with different 
banks. They range however from 
opening the mail, placing letters of in- 
quiry with proper folders, making up 
new folders from data collected by in- 
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vestigators^ ordering and accaunting 
for agency reports of all kinds^ to the 
clipping of newspaper and magazine 
articles^ and many other duties as the 
case may be. The training and infor- 
mation to be obtained in the filing sec- 
tion of any bank credit department is 
most valuable^ and some bankers insist 
that new investigators spend at least six 
months at this work before commencing 
to make active credit investigations.. 

Description of the Credit Folder 

A brief discussion of the make-up and 
arrangement of the credit folder may 
also be of interest and value to the be- 
ginner at this time. Nearly all banks 
have adopted the letter-sized expansion 
press-board folders^ at least for the 
more important names. The manila 
folders which are lighter and less ex- 
pensive are usually reserved for less 
popular names or ones about which 
comparatively little information has 
been gathered. 

As there is a great mass of detailed 
information^ often collected over a 
period of years, pertaining to any com- 
mercial or borrowing name of import- 
ance, it is necessary to have this 
information arranged in the folder in 
some orderly and convenient manner. 
Here again, as in the case of the vari- 
ous filing systems, each bank has worked 
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out some uniform system on which all 
folders are built up^ and probably due 
to the great number which have been 
collected do not find it feasible to make 
any material change. In this instance, 
therefore as before, no attempt will be 
made to present an "ideal" folder but 
merely to give some idea of those in 
general use. 

There seem to be two principal 
styles of credit folder, as far as New 
York City banks are concerned. The 
first type is arranged on the order of a 
book with index sheets forming divi- 
sions in which the various kinds of data 
covering interviews, statements, agency 
reports, letters, et cetera, are placed. 
As nearly all of the forms and special 
data will be more fully discussed in 
later articles, they are at present men- 
tioned only in relation to their position 
in the folder. Five index sheets are 
usually used in the first type of folder, 
and these cover statements, interviews 
and investigations, agency reports, cor- 
respondence and miscellaneous data. 
In the first section thus formed, that 
is, between the outside cover of folder 
and the index sheet marked "State- 
ments/' is placed the Comparison of 
Statements sheet. This is a special 
bank form on which is copied the annual 
statements received from the company 
direct or from some other source. Fol- 
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lowing the "Interviews and Investiga- 
tions" index are placed sheets which 
have been written up to cover the resnlt 
of interviews with banks^ brokers and 
trade houses regarding the subject^ as 
well as direct interviews between bank 
officers and the concern's officials or 
partners* If the name in question is a 
commercial paper one^ that is^ if the 
company's note is sold in the "open 
market" by a commercial paper broker 
(whose operations and services will be 
fully explained in a subsequent chap- 
ter)^ a memorandum sheet covering the 
bank's purchases of any of this paper 
follows the interview sheets. This 
memorandum sheet merely covers such 
items as date of purchase^ amount^ due 
date^ rate^ name of broker^ and remarks. 
In case the company in question 
carries an account at the bank^ a 
printed form is filled out and next in- 
serted^ covering all details in connec- 
tion with the opening of the account. 
Such details are rather numerous and 
include the name of the company or 
firm, address, date^ by whom intro- 
duced, officers or partners^ other bank 
accounts, affiliations, amount and form 
of initial deposit, line of credit to be 
granted if any, and remarks. The 
opening sheet is sometimes placed in 
the very front of the folder but this 
is largely a matter of choice. The 
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fourth division of this folder is devoted 
to agency reports which will be dis- 
cussed in some detail later on in this 
chapter. The fifth section covers corre- 
spondence and letters regarding the 
concern in question^ both to and from 
other interested banks and business 
houses^ located in other cities; and in 
the last division are filed miscellaneous 
items such as newspaper clippings, and 
also in most cases an inquiry sheet on 
which is noted names of banks which 
have made inquiry concerning the com- 
pany. Copies of letters written by the 
credit department in reply to such in- 
quiries are also filed in ijiis section. 

The second type of bank credit folder 
which is used by a few of the larger 
banks and considered by them to be 
very desirable, contains two distinct 
divisions. AU information received 
directly from the concern is clipped on 
one side of the folder and all indirect 
information on the other side. Instead 
of having the make-up of the folder 
similar to that of a book, as in the first 
type> the information sheets and forms 
are fastened and held at the top. 

The direct information side of the 
folder^ should it be an account, includes 
the Opening Sheet as well as a Borrow- 
ing Sheet covering date, amount of 
borrowings^ maturities, rate and method. 
Then comes a Memorandum of Pur- 
ad 
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chased Paper showing bank porchases^ 
as well as the high and low and present 
borrowings of the concern through its 
commercial paper broker. Following this 
comes a Total Borrowings Sheet cov- 
ering details of all borrowings through 
all banks and all brokers. The Com- 
parison of Statements form is placed 
next, followed by the interviews with 
brokers (which is looked upon in the 
light of direct information), all inter- 
views with the officers or partners of 
the concern, all direct correspondence 
with the company, actual statements 
from the company, and lastly the com- 
plete report from a certified public 
accountant if one is obtained. 

The indirect information side or 
division of this type of credit folder is 
headed by a general information sheet 
covering the exact business in which 
the concern is engaged, a list of all of 
its bank accounts, names of other banks 
which are in touch with the name, trade 
references, outside interests and note 
broker. Next follows a Memorandum 
of Inquiries, newspaper clippings, un- 
favorable information gathered from 
indirect sources during previous investi- 
gations and typed on a red-colored 
sheet of paper, interviews with banks 
and trade houses, and lastly agency 
reports. 

All information regarding subsidiary 
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companies is placed in light manila cov- 
ers and these are pnt in the larger 
folder of the parent company. In the 
first general type of folder discussed 
however^ information regarding a sub- 
sidiary is often placed in an additional 
division of the file^ and where this is 
done a heavy card-board index is used 
instead of the usual paper index sheet. 
It has already been mentioned that 
in the double-faced type of credit 
folder^ the second described^ all infor- 
mation regarding bank loans to the 
concern in question is placed on the 
direct side. This makes it possible 
for the officer or investigator to im- 
mediately learn of the concern's bor- 
rowing status. This method^ however^ 
necessitates additional woric to some 
extent as each time that a loan is made 
the credit folder must be obtained and 
the Borrowing Sheet removed and 
written up. Where a bank has several 
thousand borrowing accounts the time 
and effort involved in making such post- 
ings is considerable^ especially should 
the work be done by typewriter. 

Loan and Discount Information Card 

In the case of the folder resembling 
a book as to make-up^ all information 
regarding the concern's borrowing 
record is usually placed on a heavy yel- 
low card^ known as the Loan and Dis- 
count Card. Such cards are filed alpha- 
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betically and are generally kept in dose 
proximity to the credit manager or the 
division men. They contain monthly 
average figures as to balances and bor- 
rowings; detailed list of loans and dis- 
counts covering date^ maturity^ rate^ and 
amount; line of credit which has been 
set ; and sometimes other figures such as 
the ratio of current assets to current lia- 
bilities and also the bank's opinion of 
the name — such as good^ fair or poor^ 
this rating being placed on the card at 
the time of revision. The amount of in- 
formation which one can secure from 
these cards is often sufficient to answer 
a telephone inquiry^ especially if one is 
at all familiar with the name and gen- 
eral contents of the credit folder, ^so^ 
should the folder be mislaid or tempo- 
rarily in use by some officer^ the infor- 
mation obtained from the card is some- 
times enough to fill the need of the mo- 
ment. 

An attempt has been made to make 
plain, in the foregoing pages, in as 
brief a manner as possible, the mechan- 
ical make-up of certain credit forms 
and especially the credit folders which 
house the great mass of information 
which is constantly being amassed by a 
bank's credit department. Both types 
of folders which have been discussed 
have their advantages and disadvan- 
tages, and it is largely a matter of 
preference as to which is the better. 
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CHAPTER IV 
Agency Reports 

T NASMUCH as the beginner has now 
^ received a general idea of the organ- 
ization of a bank credit department as 
well as the importance and methods of 
systematic filings the preliminary steps 
in making an investigation can be set 
forth. When a letter of inquiry is re- 
ceived regarding a concern and it is 
found that there is no information on 
file^ the first thing to be done after 
acknowledging the letter is to send for 
an agency report. This is likewise the 
first step in the case of a revision^ or 
where the last agency report on file is 
a year or more old. The principal rea- 
son for obtaining an agency report 
immediately^ especially in the first 
mentioned case^ is for the valuable 
'leads" it may contain. We shall 
therefore discuss some of the many 
types of reports which are at least 
commonly known to the New York City 
banks. It is hardly necessary to men- 
tion that when sending for a report.it 
is quite obvious that the investigator is 
limited to the agency reports for which 
his particular bank may subscribe. 
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General and Special ReporU 

Reporting agencies furnish reports of 
two kinds — ^general and special. The 
special reports are usually limited to 
certain lines of business or to certain 
types of names^ and the agencies fur- 
nishing such reports do not attempt to 
go further. The general agency re- 
ports^ on the other hand^ cover a much 
larger field and are universally used. 
They are issued by the two large com- 
mercial agencies known as Bradstreet's 
and R. G. Dun ft Co. These compa- 
nies have been in business for well over 
fifty years and the entire country is 
served by their many branch offices and 
they are in a position to give reports on 
practically any business house in the 
United States. Their services have 
also been extended to many other coun- 
tries. Reporting agencies^ such as 
these^ obtain their information through 
their branch offices and from travelling 
reporters and special correspondents, 
and their organizations are necessarily 
extensive and complicated. 

Recording of Reports 

The mechanical side of the handling 
and use of agency reports is an impor- 
tant part of the work of a bank credit 
department, and many credit men have 
grown to believe that keeping tab of 
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the number of reports received, or 
possibly not received, is more or less of 
a burden. Most contracts with report- 
ing agencies call for the furnishing of 
a stipulated amount of reports, monthly 
or yearly, and the fact that ijie bank's 
records and those of the agency regard- 
ing the number of reports furnished 
disagree is not uncommon. For this 
reason it is quite evident that some 
system to record accurately the receipt 
of these reports should be adopted. 
One of the large New York banks has 
therefore put into use a recording 
method which involves the use of two 
similarly printed forms, with the excep- 
tion of color. One form is for record- 
ing Bradstreet reports and the other 
those received from R. G. Dun & Co. 
These sheets are ruled into colunms 
which cover the date the report is or- 
dered, name, location and business, the 
party for whom ordered, and the date 
of receipt. The person in charge of 
this work then checks these forms 
very carefully as to the receipt of every 
report ordered. By following this 
method the bank knows exactly the 
number of reports received and can 
take up the matter of delayed reports 
without any hesitancy as to a possible 
mistake. As the human element enters 
into the work of a reporting agency it 
is not uncommon for them to fail to or 
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forget to send out all reports whieh 
have been ordered^ but hj adopting and 
living up to a good system^ such as the 
one outlined^ tiie bank will find that 
there will be fewer disputes at the end 
of the montib. 

The information obtainable from a 
Dun or Bradstreiet report is usually 
quite extensive and as a rule covers the 
following points: — antecedents or past 
record of the concern^ latest statement^ 
total assets and liabilities from previous 
statements^ character and capacity of 
business covering location of property^ 
trade opinions^ business outlook^ fire 
record and general credit standing. As 
both Dun's and Bradstreet's reports are 
of a similar nature it is hardly neces- 
sary to order from more than one of 
these concerns. In certain cases^ how- 
ever, where one report does not contain 
the desired data, the report from the 
other agency may be more complete. 
As a rule a report can be obtained on 
the same day as ordered, thus making 
it possible for the investigator to re- 
ceive quickly at least some general in- 
formation on the concern, especially its 
financial condition. 

Most reports give quite complete data 
regarding the partners or officers, cov- 
ering previous connections and past 
record. Some business houses are very 
conservative or old fashioned, however, 
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and do not believe in giving reporting 
agencies any information of importance^ 
such as a financial statement. Such 
houses are now growing to be the excep- 
tion and most of them realise that a 
policy of secrecy is not in keeping with 
the times or present day business 
methods. 

If a full report is received^ the in- 
vestigator can obtain a comprehensive 
idea and working knowledge of the con- 
cern in question^ and is in a better 
position to intelligently interview trade 
houses and banks. Should the report^ 
however^ be old or not particularly 
complete it is often advisable to send 
for a special agency report. Such re- 
ports are confined to a certain trade or 
business and the special agencies claim 
that they are in a better position to 
report the trade to which they cater 
than the regular agencies which cover 
all lines of business. 

As most of the larger cities have 
local special reporting agencies cover- 
ing local houses and names we shall 
herewith attempt to enumerate but a 
few of the New York City ones which 
are used by many of the banks and 
financial institutions. 
The National Credit Office — Reports on 

many kinds of larger business houses 

as well as on commercial paper 

names. 
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The Commission Credit Bureau — 
Myers & Browning Division — Re- 
ports on dry goods and textile names. 

Wood's Dry Goods Commercial Agency 
— Reports on dry goods names. 

The major portion of a dry goods 
report is devoted to trade checkings, 
covering high credit extended, 
amount owing, terms and method of 
paying bills, and the investigator 
can sometimes obtain from such a 
report the names of trade houses ac- 
tively selling the concern in question. 

Retailer's Commercial Agency — Re- 
ports on individuals as to retail 
credit. 

The Bankers' and Manufacturers' Mer- 
cantile Agency — Reports on leather 
names and also commercial paper 
names. The latter reports include in- 
formation regarding personnel, ante- 
cedents, statement, bank accounts, 
name of broker, as well as a sum- 
mary of the investigation and opin- 
ion of the note. 

Bishop's Service; Proudfoot's Commer- 
cial Agency; Frederick O. Brown's 
Service — Special reports on individ- 
uals and concerns and particularly 
on those engaged along financial, 
brokerage or promotion Unes. 

Drug and Chemical Mercantile Agency, 
Inc. — Reports on drug, chemical and 
allied trade names. 
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Graphic Art's Board of Trade and 
Typo Mercantile Agency — Reports 
on paper^ printings publishing, sta- 
tionery and paper box names. 
Moody's Investors Service; Poor's 
Publishing Co. — Special reports ind 
letters on all kinds of investments. 
These well-known services can hard- 
ly be classed in the category of cred- 
it agencies but are mentioned as they 
are a source of information on the 
investment side of credit problems. 
There are a number of other special 
reporting agencies as well as various 
credit exchange bureaus used largely by 
commercial houses, and it is a matter 
for each bank to decide upon which of 
the various services it will find most 
helpful. 

It can be seen from the foregoing 
that an up-to-date and complete agency 
report is very essential and a necessary 
part of a bank credit folder. The be- 
ginner may therefore wonder why it is 
necessary to investigate further after 
receiving such a report. In fact, some 
business men have this same mistaken 
idea and often take pleasure in advis- 
ing the investigator to consult Dun 
or Bradstreet instead of making per- 
sonal inquiries. While nearly all banlb- 
ers recognize the value of agency re- 
ports, most of them are cognizant of 
the fact that such reports are not in- 
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fallible. Also much of the information 
therein comes more or less directly from 
the concern being reported whereas it 
is the aim of bankers to get impartial 
and competitive reports and opinions 
from many sources. When one consid- 
ers the risks which banks incur in loan- 
ing funds it is not difficult to understand 
why they insist on complete personal 
investigations by their own men, rather 
than taking as final the opinion of an 
agency reporter whom they have never 
seen. The agency report has its place 
in a bank credit folder and performs a 
needed service, but it must be judged 
according to fullness and in the light 
of other information and past expe- 
rience. 

The bank credit investigator of to- 
day has many sources of information, 
consults all of them, weighs and con- 
siders the data carefully, and then 
forms the best opinion possible. 
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CHAPTER V 
Elements of Accounting 

T/ARIOUS methods of indexing and 
^ filing credit information have 
been discussed and some idea has 
also been given as to the differ- 
ent kinds of agency reports common- 
ly used and the valuable information 
which is often thus obtainable. Before 
such data can be efficiently employed in 
the making of a thorough investigation^ 
however, or at least before the credit 
risk can be properly passed upon, it is 
very important for the investigator to 
understand how to analyze a financial 
statement in an intelligent manner. 
Some remarks along this line with par- 
ticular emphasis on a knowledge of ac- 
counting will therefore be made at this 
time. 

Where a name under consideration is 
one of the bank's own borrowing ac- 
counts, the company itself undoubtedly 
will furnish the bank with its latest 
available statement, as well as full oper- 
ating details for the preceding year. 
Such figures may come to the h&nk on 
the concern's own stationery or be noted 
on a printed statement form issued by 
the bank for that purpose. In either 
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case it is essential that the statement 
be signed by an authorized official or 
partner. If the books have been aud- 
ited by certified accountants^ it is quite 
probable that a complete copy of the 
audita with the accountants' signatures 
thereon, will be forwarded to the bank 
accompanied by a letter from the bor- 
rower, signed by the proper authority. 
Where the name under consideration 
is unknown to the bank from the 
standpoint of having an up-to-date 
credit folder, it may be found that the 
agency report will include a statement, 
or, in the case of a commercial paper 
name, the note broker will of course 
furnish the investigator with a copy of 
the recent statement. Regardless of 
the source of such figures, it is quite 
plain that the investigator should have 
a knowledge of their meaning and the 
ability thus to form some kind of an 
opinion as to tibe concern's financial 
position, before going out to interview 
bankers and business men. 

Knowledge of Accounting a Neceaaity 

One of the first essentials in analyz- 
ing a financial statement is a knowledge 
of accounting. Not only is this knowl- 
edge necessary for analytical purposes, . 
but a credit man is often called upon 
to visit a customer's establishment and 
in some cases to go over the books and 
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records. Should he have no idea what- 
ever of accounting methods and the 
meaning of the various terms in use^ he 
would be placed in an awkward posi- 
tion and his visit would probably re- 
sult in the gathering of but little or 
no information of value. 

The so-called "ideal" investigator^ 
as described in the first chapter^ was 
found to be one having a high school 
or college education. Such an educa- 
tion sometimes covers accounting and 
financial subjects^ but quite often the 
graduate is proficient merely along 
classical lines. This classical train- 
ing has given him breadth as well 
as the ability to think and reason^ and 
from that view point is indeed most 
valuable. However^ more specific and 
practical knowledge along financial 
lines is very essential and the graduate 
or bank clerk who is about to take up 
bank credit work should as soon as 
possible obtain at least an elementary 
knowledge of accounting. 

This chapter is written therefore for 
the benefit of such young men^ and is 
not intended to cover the theory and 
practice of accounting to any extent; 
nor would it be of particular interest 
to any one having had practical experi- 
ence. The field of accounting is a 
very broad one and many years of 
study and experience are necessary to 
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acquire a thorough knowledge of tibe 
subject; and^ in a short treatise one can 
only touch upon accounting princi- 
ples in a most elementary man- 
ner. The man who is beginning 
credit work without a knowledge of 
this very essential phase of the sub- 
ject is therefore strongly urged to take 
up at least a short course of study of 
accounting methods. Nearly every 
city of any size has a business school 
and in many of our larger cities the 
local universities and colleges offer ex- 
cellent day and evening courses along 
accounting lines. Should such a course 
be unavailable, however, some of the 
correspondence schools provide very 
good opportunities for the acquiring of 
a knowledge of this subject. In the 
present chapter an attempt will be made 
merely to show the various steps neces- 
sary to the preparation of a financial 
statement, or so-called Balance Sheet, 
with special emphasis on the Profit and 
Loss Statement. For the purposes of 
illustration the following practical 
problem will be discussed. 

Partnership Accounting 

A, B. Jones and C. D. Brown on 
January 1, 1919 decide to form a part- 
nership and manufacture clothing, the 
business to be operated under the firm 
name of Jones & Brown. A firm or 
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partnership hat been defined as a "joint 
undertaking by individuals/' or in other 
words it is a "relation created by con- 
tract between two or more persons to 
place their money^ effects, credit, labor, 
or skill, in lawful business, and to 
divide the profits between them." Part- 
nerships are most common in mercan- 
tile undertakings of moderate size, 
small manufacturing establishments 
and in the professions. As such a rela- 
tionship can be formed only by con- 
tract, it is always well to have an 
agreement in writing, covering the full 
terms of the partnership, such as length 
of existence, division of profits and the 
rights and obligations of the partners. 
Mr. Brown has been in the clothing 
manufacturing business for the past 
ten years and will turn over to the firm 
of Jones & Brown certain assets which 
he has on hand, while Mr. Jones will 
contribute an equal amount of cash and 
Liberty bonds. The partners are to 
share equally in the profits and losses. 

Theory of Double Entry 

As a busmess organization has now 
been formed it will be necessary for the 
partners to establish and maintain a 
systematic set of records. The keep- 
ing of such records is commonly known 
as bookkeeping, and the principal pur- 
poses are to set forth all transactions 
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so as to disclose the position of the 
business at any time and to measure its 
progress. Before mentioning the vari- 
ous book entries necessitated by the 
contributions of the partners to their 
new enterprise^ a short discussion of 
some of the elementary principles of 
bookkeeping or accounting procedure 
may be of interest at this time. The 
books and records of nearly every busi- 
ness concern, except those of the very 
smallest ones or those of certain pro- 
fessional men and individuals, are 
maintained by what is known as the 
double entry system. The theory of 
double entry is that there shall be a 
debit for every credit, and if this rule 
is strictly adhered to, the total of the 
debit entries will at all times equal that 
of the credit entries. In other words, 
somewhat of a check on the correctness 
of the books from the standpoint of a 
proper balance is thus maintained. 
Although there are many subdivisions 
to and various kinds of books of rec- 
ord, depending on the size and nature 
of the business, the most commonly 
known book of original record is the 
journal or day book, and it is from this 
book that the various original entries 
are posted or transferred later to what 
are called the individual ledger ac- 
counts, which are kept in a book known 
as the ledger. 
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Original or Journal Entries 

The making of proper and accurate 
journal entries requires some little ex- 
perience and trainings but a very well 
known rule used by accountants^ which 
is quite infallible and well worth re- 
membering, is the following: "Debit 
what comes into the business or costs 
the business value; credit what goes 
out of the business or produces value.*' 
This rule may sound somewhat com- 
plicated and contradictory at first read- 
ing but it is nevertheless true that there 
is hardly a transaction which will arise 
that can not be properly entered on the 
books by the application of the rule. 
As an illustration, let us consider the 
proper entry covering the purchase of 
a bill of merchandise which has been 
paid for in cash. By following the 
rule, the merchandise which comes into 
the business is debited and the cash 
which goes out is credited. The term 
merchandise, however, is a broadly used 
one and covers botli purchases and 
sales of merchandise, and in general 
business practice the use of the cap- 
tions "Purchases" and "Sales," as sep- 
arate accounts, is more commonly em- 
ployed. Should some of this mer- 
chandise later be sold for cash the 
entry would be just the reverse, name- 
ly, the cash account would then be 
debited and the merchandise, or more 
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properly the sales account^ credited. 
As a further illustration^ let us consider 
the matter of wages or similar ex- 
penses. By following the above rule, 
wages would be debited as they cost 
the business value^ and the cash which 
goes out of the business would be 
credited. 

Returning to tibe problem which is 
under consideration, we are informed 
that the partners' ccmtributions are as 
follows : 

Mr. Brown 

Land and buildings., $10,000 

Machinery and equipment 7,000 

Raw material 20,000 

Finished goods 8,000 

Furniture and fixtures 1,000 



$46,000 



Mr. Jones 

Cash « .$40,000 

Liberty bonds, face value 6,000 

$46,000 

Following the rule of debit and 
credit, every item furnished by the 
partners is to be debited, as it is these 
items which are coming into the busi- 
ness and are to be its assets, and each 
partner is to be credited with the total 
amount of his investment. On the 
basis of these figures, the total partner- 
ship net worth, by which is meant the 
actual net asset position of a business, 
is $92,000. This amount is owing to 
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tibe partners by the business and is 
hence credited to the partners' ac- 
counts. In other words^ the net worth 
is a liability owing by the business to 
certain persons and these persons are 
the partners who have invested their 
property and cai^ in the business. 

The journal entries which would be 
necessary to set forth the transactions 
in question would be as follows: 
January 1, 1919 

Debit Credit 

Land and buildings $10,000 

Machinery and equipments 7,000 

Raw material 20,000 

Finished goods 8,000 

Furniture and fixtures 1,000 

C. D. Brown, present 
worth 46,000 

Cash 40,000 

Liberty bonds 6,000 

A. B. Jones, present 

worth 46,000 

Posting to Ledger Accounts 

The foregoing entries would later be 
posted or transferred to the individual 
ledger accounts. 

The business of Jones & Brown was 
carried on during the year 1919 and 
the following is a summary of the busi- 
ness transactions. The numerous and 
detailed journal entries are not set 
forth^ but merely the totals of the many 
transactions are mentioned: 
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Cloth purchased $240,000 

Wages paid 250,000 

Miscellaneous supplies and factory 

expenses 5,000 

Insurance 1,000 

Interest paid on loan 4,000 

Partners' salaries 10,000 

Selling expense, including advertis- 
ing, conunissions, etc 85,000 

General office expenses 1,500 

Money borrowed at bank March 1st, 

1919, and still owing. 80,000 

Sales for year 5580,000 

Of this amount $100,000 remains 
due, as follows: 

Accounts receivable $95,000 

Notes receivable 5,000 

Accounts payable 26,000 

Interest on Liberty bonds 240 

It will of course be understood that 
all of the above figures^ that is^ the 
original entries^ have been currently 
posted during the year to the ledger in 
the respective ledger accounts. As an 
illustration of a ledger account, Ex- 
hibit No. 1 represents the various cash 
transactions which have occurred and 
been posted during the year: 

Preparation of Trial Balance 

When it is desired to close a set of 
books either at tihe end of the year or 
at any given time^ the first step in the 
process is to take a trial balance of the 
concern's books. A trial balance may 
be described as merely a list of the 
respective debit or credit balances, as 
the case may be, of all the various led- 
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get accounts which remain open at the 
time. The total of all of these debit 
balances must equal the total of the 
credit balances. If this be the case^ It 
is proof that the principle of double 
entry bookkeeping has been carried out, 
and, as stated previously, the principle 
or theory is that for every debit there 
must be a corresponding credit. 

We have seen from the foregoing 
illustration how an individual ledger 
account is compiled and have noted that 
the cash account under consideration 
reveals a debit balance of $18,740. All 
of the other ledger accounts which came 
about as a result of the many transac- 
tions of the year have likewise been 
closed and balances ascertained, and a 
trial balance of these accounts, pre- 
pared on December 31, 1919, would 
appear as illustrated in Exhibit 2. 

Taking of Merchandise Inventory 

The next step in the accounting pro- 
cedure preparatory to closing the 
books and making the Profit and Loss 
Statement and the Balance Sheet, is 
the taking of an inventory of the stock 
on hand, covering both raw materials 
and finished goods. Such an inventory 
is usually taken by the employees on 
a certain day or during a number of 
days, and the resulting figures cover 
the exact amount of goods on hand. 
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JONES ft BROWN 
TRIAI. BALANCS 

December 31, 1919 

Debit Credit 

Caah 118,740 

Liiberty bonds „ 6,000 

Accounts receivable 9S,000 

Notes receivable 5,000 

Land and buildingrs 10,000 

Machinery and -equipment.... 7.000 

Furniture and fixtures 1,000 

Finished stock 8,000 

Raw material 20,000 

Purchases 240,000 

Wages 250,000 

Miscellaneous supplies 5,000 

Insurance 1,000 

Interest 8,780 

Partners' salaries 10,000 

Sellingr expense 85,000 

General office expense 1,500 

Sales $520,000 

Notes payable (at bank) 80.000 

Accounts payable -... 26,000 

A. B. Jones present worth 46,000 

C. D. Brown present worth.. 46,000 

1717,000 $717,000 

Exhibit No. 2 



Some concerns keep what is known as 
a perpetual or book inventory and can 
tell therefrom at any time the amount 
of goods on hand. While such a sys- 
tem is of advantage in certain lines of 
business^ the figures arrived at by tak- 
ing an actual physical inventory on a 
definite date are often more accurate 
and reliable. Unless, however, such 
an inventory has been carefully taken 
and the proper valuations placed on 
each article or group of articles, the 
earnings for the year can not be de- 
termined with any degree of accuracy. 
The most conservative practice in valu- 
ing the inventory for Balance Sheet 
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purposes is to arbitrarUy set the value 
a^ either cost or market whichever is 
lower. Some bankers believe that the 
firm of certified public accountants 
which is hired to go over the concern's 
books and to audit its statement should 
take the inventory. This practice may 
sound ideal in theory but it is very 
seldom followed out^ not only due to 
lack of time on the part of the ac- 
countants but due to the fact that ac- 
countants are not always familiar with 
merchandise values and consequently 
are not in a position to count and price 
goods in as quick and intelligent a man- 
ner as can the concern's own em- 
ployees. 

It is also argued by those who have 
given the subject considerable thought^ 
that if it were the duty of the ac- 
countants to take an inventory^ it 
would relieve the officials of the con- 
cern of that responsibility, and in such 
a case the banker would be weakening 
the moral hold on the client. Such a 
man knows many things about his mer- 
chandise which he is bound to disclose 
when he makes an inventory, but should 
he no longer have the responsibility of 
taking the inventory he would probably 
not enlighten the accountants as to 
these facts. Certified accountants are, 
however, generally desirous of proving 
an inventory by making certain tests, 
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and after a series of these tests they 
can fairly well judge whether the in- 
ventory has been taken in an accarate 
and painstaking manner. It is not ottly 
the duty of the accountants to make 
such tests and thus prove the inven- 
tory figure^ but it is also their duty to 
in some way bring to the attention of 
interested parties die e^stence of any 
obligations or commitments for mer- 
chandise^ which are not entered on die 
Balance Sheet, yet which may involve 
possible loss. Returning to tiie prob* 
lem which is under discussion we find 
that the inventory has been taken and 
that the Finished Goods on December 
31, 1919, amounted to $52,000 and the 
Raw Material $78,000. 

Re$erve$ for Bad Debts 
and Depreciation 

Continuing with the process of clos- 
ing the books, it is necessary that a 
niunber of adjusting entries be made 
and posted, so that a true condition of 
the concern's affairs may be set forth. 
Such entries cover the setting up of 
certain reserves as well as prepaid and 
accrued items which pertain to the in- 
terval in question. The first of these 
has to do with the item of accounts fe- 
ceivable, representing merchandise Sold 
on credit, and it is necessary for the 
firm to decide as to what percentage of 
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this item should be set up as a reserve 
against possible non-payment. This 
percentage varies in different lines of 
business^ depending largely upon past 
experience and the efficiency of the 
firm's credit department in choosing 
proper risks. In this problem it has 
been decided to set up a reserve of 
one per cent, of the $95^000 of out- 
standing accounts receivable^ or $950. 
This is done by charging or debiting a 
newly made account known as the 
Profit and Loss Account and by making 
a corresponding credit to a "Reserve 
for Bad Debts" account. 

It is likewise customary to provide 
reserves against depreciation on build- 
ings^ machinery and equipment^ fami- 
ture and fixtures^ et cetera^ to cover 
eventual loss occasioned by wear and 
tear^ old age and obsolescence^ and 
conservative business men set up re- 
serves irrespective of repairs which 
may have been made during the year. 
Instead of writing down or reducing the 
property accounts from year to year^ 
a better plan of entering depreciation 
on the books is to set up a "Reserve 
for Depreciation." This account is 
credited each year with the amount to 
be written off, while a correspondii^ 
charge or debit is made to Profit and 
Loss, which is a regular ledger ac- 
count. By following this meliod the 
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property accounts remain on the books 
at cost value and the corresponding re- 
serve accounts stand as an open credit^ 
and one can then tell at any time^ 
therefore^ the property values at cost 
price and the amount of reserve set 
up against them. Many books and arti- 
cles have been written on depreciation^ 
but in the final analysis the amount to 
be set up as a reserve is usually based 
on individual opinion^ which in turn is 
arrived at by dividhig the estimated 
life of the assets in years into 100 per 
cent. For sake of example — ^take the 
case of a machine costing $10^000 esti- 
mated to last ten years. By dividing 
ten into 100 per cent, we obtain the 
figure of 10 per cent, to be charged off 
annually. In the present case it has 
been decided to charge off 10 per cent, 
for depreciation each year on the vari- 
ous items in question^ totaling $18^000^ 
or in other words to set up a reserve 
for depreciation of $1^800. In prac- 
tice^ however^ there Would be a sepa- 
rate reserve account set up to provide 
for depreciation on each class of prop- 
erty account^ and the rate to be charged 
off would probably differ in each case. 
For sake of simplicity we are grouping 
all depreciation reserves under the one 
caption^ which represents a reduction 
in the profits for the year, and will 
later be included among the manufac- 
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taring expenses of die year in the 
Profit and Loss Statement. 

Accrued and Prepaid Items 

Continuing with the adjusting en- 
tries^ we find that at the time of closing 
the books^ which was on Wednesday^ 
December 81^ 1919^ there were four 
days' wages due employees. As the 
week will not be up until the follow- 
ing Saturday^ January 8, which is pay 
day^ it is necessary to take into con- 
sideration accrued wages for the four 
days amounting to $2^000. This ac- 
crued item must also be considered a 
liability because it is an obligation of 
the year 1919. The necessary journal 
entry will be that of debiting wages ac- 
count and crediting accrued wages. 

Insurance is usually paid for several 
years in advance and in this problem 
the $1^000 paid was for a period of 
two years, one year of which has ex- 
pired. This would leave $500 as un- 
used insurance which would appear in 
the 1919 Balance Sheet as a prepaid 
asset. In other words, only one-half 
of the total amount paid can be consid- 
ered an expense for the year 1919. 

Profit and Loss Statement 

Assuming that all of the proper ad- 
justing entries have been made in the 
Journal covering the transactions in 
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question^ and that all of the nominal 
accounts^ such as wages^ general office 
expense^ sales^ et cetera^ have been 
closed by making corresponding debit 
or credit journal entries to the Profit 
and Loss Account, the bookkeeper or 
accountant is now ready to make a 
Profit and Loss Statement from which 
can be ascertained the profit or loss 
made by the firm during the year. Ex- 
hibit No. 8 shows the usual form fol- 
lowed in accounting procedure^ and 
each item in this statement when con- 
sidered in connection with the forego- 
ing remarks should be self-explanatory. 
The reader can see from the Profit 
and Loss Statement that the two 
sources of income in this business are 
from the sales and interest on invest* 
ments^ the deductions being expense 
items. It is from the Profit and Loss 
Statement that the concern's operating 
details^ such as sales, net income, et 
cetera, are obtained, and not from the 
Balance Sheet as so many stu- 
dents of credit are at first inclined to 
believe. 

Balance Sheet or Financial Statement 

We have now reached the point in 
the closing of the books where a Bal- 
ance Sheet, or financial statement, can 
be prepared. A Balance Sheet has been 
defined as a statement of the assets and 

72 



Digitized by VjOOQ IC 



BANK CREDIT INVESTIGATOR 

liabilities of a business at a given time, 
representing the financial accounts of 
the business remaining open on the led- 
ger after the books have been closed. 
In other words^ all of the nominal ac- 
counts representing income and ex- 
penses^ have been closed and the result 
of the year's operations has been re- 
duced or "boiled down" to one definite 
Egare. The only accounts remaining 
open therefore and appearing in the 
Balance Sheets are actual asset and lia- 
bility accounts^ commonly called finan- 
cial accounts. 

By referring to the Balance Sheet of 
Jones & Brown^ which will now be sub* 
mitted as Exhibit No. 4^ it will be noted 
that the various items as shown in the 
Profit and Loss Statement have been 
eliminated by reducing them to the final 
figure of $71,490, the net profit for the 
year. This figure in turn has been 
added to the original net worth of 
$92,000, making a total net worth of 
$163,490 which is set forth in the lia- 
bility side of the Balance Sheet. It is 
a liability as it is the amount the busi- 
ness now owes the two partners. 

Referring to the reserve items among 
the liabilities in the Balance Sheet, it 
has previously been explained that the 
asset and corresponding reserve items 
are usually carried separately on the 
books, so that one may tell at a glance 
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Cash 



JONES & BROWN 

BALANCE SHEET 

Deconber SI, 1919 

ASSETS 



Ubtrty bondi ......^ 

Accounts receivable 
Notes receivable «^ 

Raw material 

Finished goods 



Land and buildings 

Machinery and equipment. 
Furniture and fixtures ....... 

Prepaid insurance «...«.«. 



LIABILITIES 
Accounts payable - 

Notes payable 

Accrued wages 



Reserve for depreciation 
Reserve for bad debts _« 
Present net worth 

A. B. 'TftHftg 

C. D. Brown 



$18^740 

0/XX) 

9SfiOO 

5,000 

78,000 

59,000 

10,000 

7,000 

1,000 

500 



•i7S^M0 

» 80,000 

. 9,000 

- 1,800 

050 



81,745 
81,745 



Exhibit No. 4 



«rrs^940 



the actual cost or face value of 
the asset and the amount of reserve 
carried against it. When making up a 
Balance Sheet, however, it is quite 
proper to deduct the reserve from the 
assets, with explanatory notations, 
and had this been done in the present 
case, the two reserve items on the lia- 
bility side of the statement would be 
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lacking^ and the total resources of 
$273^40 reduced to $270,490. 

Partnerships as such are not sub- 
ject to the payment of income taxes, 
but the members must file individual 
returns, setting forth their proportion 
of any profits derived from the busi- 
ness. It is not necessary therefore for 
a firm to set up a reserve for income 
tax pa3nnents, but it is very essential 
in the case of a corporation, such an 
item being considered a very quick lia- 
bility. 
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CHAPTER VI 
Elements of Accounting 

{Conti$Med) 

npHE business of Jones Sc Brown^ as 
we have seen^ has been very profit- 
able for the year and in fact it has 
grown to such proportions as to make it 
advisable to incorporate for the purpose 
of better handling the increased busi- 
ness. 

A corporation has been described as 
"a legal body existing by virtue of a 
charter or articles of incorporation^ 
granted or approved by a state." As 
a general rule^ most states require that 
there be three or more incorporators, 
and the application for charter is usu- 
ally addressed to the Secretary of 
State or some designated official. The 
application should include the name of 
the proposed corporation^ its purpose, 
length of time to exists principal place 
of business, amount of capital stock 
and names and addresses of subscribers 
to the stock, with the amounts sub- 
scribed by each. There are also other 
requirements to be complied with ac- 
cording to the particular state. 
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Powen and Advantages 
of a Corporation 

A corporation has only such powers 
as are conferred on it by its charter^ 
either expressed or implied^ and it is 
also regulated by its by-laws, which 
are the fundamental private regulations 
by which it is governed. A corporation 
has the power to make by-laws for its 
own government if they are not incon- 
sistent with its charter or the laws of 
the state or land. The by-laws are 
usually adopted at the first meeting of 
the stockholders and the consent of a 
majority of the stockholders is usually 
necessary for their adoption or for a 
subsequent change in these regulations. 

The corporation as a form of busi- 
ness enterprise is superior in many 
ways to that of the partnership which 
may be formed in a simple informal 
manner, or which may sometimes exist 
by implication without the actual in- 
tention of the parties. The formation 
of a corporation, on the other hand, 
requires voluntary action and deliberate 
intention, and the incorporators must 
comply with certain definite statutes. 

The more important advantages of 
the corporate over the partnership 
form of organization are briefly the fol- 
lowing: 

1. The stockholders' limited personal 
liability where the stock has been paid 
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in full. In most cases the liability is 
limited to the par valne of the stock 
subscribed^ but in certain states a 
greater liability is imposed. In Cali- 
forniai for example^ stockholders in 
certain corporations are responsible on 
a pro rata basis for the liabilities, 
which in effect constitutes unlimited lia- 
bility. On the other hand, the Texas 
statutes favor local creditors in case of 
bankruptcy. As a matter of inter- 
est, stockholders of national banks are 
subject to double liability. 

2. The relative permanence and sta- 
bility of the corporation as a form of 
business organisation. Most corpora- 
tiims are formed to carry out well de- 
fined plans, and certain express powers 
are enumerated in both charter and by- 
laws. The management is vested in 
directors acting through officers and 
agents and it is their duty to act in 
accordance with these regulations. The 
corporate organization is therefore 
more suitable to large investments of 
capital in fixed form. 

S. The ability to transfer shares of 
stock representing ownership in the 
corporation. Subject to certain maricet 
conditions, an investor can easily secure 
shares of stock in any corporation 
which is not a close one, or a stock- 
holder can easily dispose of his hold- 
ings, and the affairs of the corporation 
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are not^ as a rule^ jeopardized by this 
change of ownership. 

4. The opportunity of participation 
and ownership by people of small 
means. Comparatively i^eaking^ few 
persons have the ability or means to 
assmne a partnership in a business con- 
cern^ yet the stock lists of many of our 
prominent industries reveal the names 
of thousands of small holders. In the 
case of most listed issues^ a purchase of 
a one share lot may be negotiated as 
easily as the usual one hundred share 
order. Because of this public interest 
and the convenient method of repre- 
senting ownership interests by stocky 
there is greater ease in securing capital 
under the corporate form of organisa- 
tion. 

While it can be understood from the 
foregoing that the corporation is un- 
doubtedly the most attractive form of 
business organization^ the reader should 
not get the impression that it is an in- 
fallible cure for all evils or a sure pre- 
vention against loss. The human ele- 
ment enters into the management of a 
corporation as well as any other form 
of organization^ and lack of ability and 
farsightedness will not tend toward 
success in any kind of organization. It 
must also be remembered that corpora- 
tions are sometimes restricted and bur- 
dened by state and federal statutes^ 
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which often seem to be more stringent 
regarding corporations than otherwise. 

The advantages of the corporate 
form of organization far outweigh those 
of the partnership and in this connec- 
tion a few of the more pronomiced dis- 
advantages of the latter might be men- 
tioned at this time. 

1. Liability of a partner for all ob- 
ligations contracted by firm, or by any 
member of the firm, in the ordinary 
course of business. 

2. Dissolution of partnership upon 
the retirement of any member. 

8. Dissolution of partnership be- 
cause of death or insolvency of any 
partner. 

4. Necessity for consent of all parties 
in order to admit a new partner. 

6. Inability to obtain capital in the 
case of large undertakings, or to get 
cooperation of large numbers of per- 
sons. 

Corporation Accounting 

In view of the many disadvantages of 
the partnership form of organization, 
Jones & Brown decided to form a cor- 
poration on January 1, 1920 to be 
known as The Broadway Clothing 
Company. This company is to have a 
capitalization of $300,000, and of this 
amount $200,000 will be conmion stock, 

80 



Digitized by VjOOQ IC 



BANK CREDIT INVESTIGATOR 

par value $100 a share> the balance of 
$100^000 to be 7 per cent, cumulative 
preferred stock with a par value of 
$100. Messrs* Jones and Brown turn 
over their entire business as repre- 
sented by the partnership statement 
of December 81, 1919, or in other 
words, they turn in a net worth of 
$168,490 for which they receive $200,- 
000 of common stock, the difference in 
the amounts being considered and in- 
cluded as an item of Grood Will, which 
they believe to be only fair in view of 
the reputation they have built up dur- 
ing their year in business. Good Will 
has been defined by a prominent ac- 
countant as invariably being the differ- 
ence between the true value of the as- 
sets taken over and the value placed 
upon them by the directors of the cor- 
poration, or in other words, good will 
is an offset to over capitalization of the 
tangible assets. 

Of the amount of common stock re- 
ceived by Messrs. Jones & Brown, 
namely one thousand shares each, 
twenty shares were turned over to Mrs. 
Jones and twenty shares to Mr. 
Brown's son, and both parties were 
named as incorporators in order to com- 
ply with the legal provisions of the 
state law requiring more than two in- 
corporators. 
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Issuance of Stocks and Bonds 

In order to raise qoicklj additional 
working capital^ which is needed for 
the operation of the business on a 
larger scale^ the authorized issue of 
preferred stock has been sold to an in- 
vestment house at 95. The book or 
journal entry covering this transac- 
tion is: 
Debit 

Cash ^5,000 

Discount on preferred 

stock fi,000 

Credit 

Preferred stock 100,000 

In explanation of this entrj^ cash is 
debited because it comes into the busi- 
ness and discount on preferred stodc is 
also debited as it costs the business 
value. Preferred stocky on the other 
hand; is credited as it is a liability of 
the business and represents the pro- 
portion of the business or assets which 
is owing to that class of stockholders. 

The new company has also purchased 
an adjacent building valued at $125^- 
000 for the purpose of enlarging the 
plant. A bond issue of $100^000 hav- 
ing been authorized it is decided to 
dispose of the bonds through the same 
investment house which has offered 
a price of 101. These bonds are 
first mortgage bonds^ bear 6 per cent, 
interest and are payable in twenty 
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years. The book entries to provide for 

these transactions are: 

Debit 

Cash JB101,000 

Credit 

Bond issue $100,000 

Premium on bonds 1,000 

Debit 

Land and buildings $125,000 

Credit 

Cash 125/)00 

In order to give a better understand- 
ing of the varioas changes which have 
taken place in the transfcmnation of 
the partnership to a corporation^ a re- 
vised Balance Sheets Exhibit No. 5^ as 
of January 1^ 1920^ giving effect to the 
increased property holdings and the new 
financings is shown on page 85. 

Continuing with this problem we 
find that during the year 1920 the busi- 
ness was successfully operated and the 
Profit and Loss Statement shown in 
Exhibit No. 6 was submitted for the 
fiscal year ending December 81^ 19S0. 
The trial balance and necessary dos- 
ing entries have been omitted^ however, 
as they are merely a part of accounting 
procedure and similar ones have been 
explained previously in some detail. 

The Profit and Loss Statement^ aa a 
whole^ is not always submitted by a 
company to its brokers or bankers, the 
operating details in conjunction with 
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th^ final Balance Sheet being regarded 
as sufficient data. The figures usually 
given out are as follows: 

Sales $1,200,000 

Net operating profit 120350 

Net income 121,090 

Reserve for taxes -_-._ 20,000 

Reserve for depreciation on 

buildings and machinery 18,200 

Reserve for bad debts 2,260 

Merchandise taken at cost or 

market, whichever lower. 

In order to understand how the 
Balance Sheet figures of the Broadway 
Clothing G>. for 1920 come about 
it may be noted that during the year 
new machinery was purchased for 
$40^000 and additional furniture and 
fixtures costing $1^000. The item of 
$5^000 covering Discount on Sale of 
Preferred Stock represents a loss and 
the $1^000 Premium on Bond Sale^ a 
gain. These were closed out into the 
Profit and Loss account on the books^ 
and on the Profit and Loss Statement 
represented a net loss of $4^000 which 
eventually will be reflected in the sur- 
plus account. 

As in the case of the partnership^ 
after a trial balance has been taken 
and the Profit and Loss Statement 
made np, a Balance Sheet is prepared. 
Exhibit No. 7 is the Balance Sheet for 
thie Broadway Clothing Company cover- 
ing the year in question. 
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Declaration of Dividends 

At a meeting of the board of di- 
rectors held sixty days after the close 
of the year the annual 7 per cent, divi- 
dend on the preferred stocky amount- 

— THE— 
BROADWAY CLOTHING COMPANY 



BALANCE SHEET 
January 1, 1920 

ASSETS 

Cash $89,740 

Liberty bonds 6,000 

Accounts receivable 95,000 

Notes receivable 6,000 

Raw material 78,000 

Finished j;oods 62,000 

Land and buildings 186,000 

Machinery and equipment 7,000 

Furniture and fixtures 1,000 

Prepaid insurance 600 

Discount on preferred stock 6,000 

Good wiU 36^10 



$610,760 



LIABILITIES 

Accounts payable $26,000 

Notes payable 80,000 

Wages accrued 2,000 

Reserve for depreciation 1,800 

Reserve for baa debts 960 

Preferred stock ^ 100,000 

Common stock 200,000 

Bonds 100,000 

Premium on bonds 1,000 



$610,760 



Exhibit No. 5 
85 
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ing to $7^000 was declared. Also a 
6 per cent, cash dividend was declared 
on the conunon stocky making a total 
dividend disbursement of $19^000 to be 
paid in 1921^ from earnings of the pre- 
ceding year. The payment of this 

— THE— 
BROADWAY CLOTHING COMPANY 



Cash 

Liberty bonds . 



BALANCE SHEET 

December 81, 1920 

ASSETS 



Accounts receivable 

Notes receivable 

Raw material 

Finished goods 



Land and buildings 

Machinery and equipment 
Furniture and fixtures ..._ 

Prepaid insurance 

Good will 



LIABILITIES 

Accounts payable 

Notes payable 

Accrued wages 
Reserve for taxes 



Reserve for depreciation . 
Reserve for bad debts -. 

Mortgage bonds 

Capital 

Surplus 



$46,980 

6,000 

225,000 

15,000 

168,000 

150,000 

185,000 

47,000 

2,000 

1,000 

. 86,510 



$827^90 

. $56,000 

- 200,000 

7,000 

20,000 



8,200 
100,000 
800,000 
121,090 



$827,490 



Exhibit No. 7 
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amount would in reality reduce the sur- 
plus to $102^090. 

In the partnership problem of 
Jones & Brown it was previously ex- 
plained that the net worth was the ex- 
cess of assets over the liabilities^ which 
figure represented the ownership in- 
terests in the business. In a corpora- 
tion, the net worth is represented by 
the total capital, surplus and special 
reserves for contingencies, but this fig- 
ure is of course subject to the deduc- 
tion of the Good WiU item which is an 
intangible asset. 

The conmiercial paper broker and 
bankers having the account would be 
informed of course of all dividend 
declarations, and they would include 
such figures with the other operating 
details, mention of which has already 
been made. 

Audited Statements 

Inasmuch as the books for the year 
have been closed and a Balance Sheet 
prepared, it is very essential, at least 
from the bankers' standpoint, to have 
the records and statements audited by 
a firm of chartered or certified public 
accountants. By having such an audit 
the bankers, as well as the directors and 
stockholders, can feel very sure that the 
figures presented to them are accurate 
and represent a true condition of af- 
fairs. 
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It is not neceisary to go into detail 
at this time as to the variotis kinds of 
audits or the entire scope of the ac- 
countants' investigation^ but it may be 
of interest to know that as a role the 
accoontants do not always prepare the 
financial statements. The company's 
own employees often do this and i^ cer- 
tified accountants after going over the 
books^ merely verify the statements. It 
would be very desirable to have mcH*e 
uniformity as to the makeup and form of 
statements^ and this could be broi^t 
about if all accountants were permit- 
ted to prepare statements according to 
some prescribed form. However^ as 
the clients engage and pay the account- 
ants^ the latter must conform their ef- 
forts to the wishes of their customers. 
Neverdieless^ no responsible accountant 
will deviate from proper accounting 
principles in behalf of a client who 
may not have the proper business 
scruples. 

An audited report is of little value 
to a banker unless a certificate by the 
accountants doing the work is app^ded. 
As previously mentioned^ there are vari- 
ous kinds of audits and for that reason 
there are various kinds of certifications. 
It is^ therefore^ essential for the banker 
or interested party to read the certificate 
very carefully in order to ascertain just 
what kind of an audit was made^ and to 
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what conditions it may be subject. Many ! 
people seeing an auditor's name append- 
ed to a statement believe that alone to be 
sufficient and do not stop to read the 
certificate^ which may contain important 
qualifications. According to a regula- 
tion of the American Institute of Ac- 
countants^ covering the duties of Its 
members "the balance sheet and cer- 
tificate should be connected with the 
accounts in such a way to ensure that 
they shall be used only conjointly"; 
and it is also stated that the certificate 
should be as short and concise as pos- 
sible^ consistent with a correct state- 
ment of facts^ and if qualifications are 
necessary the auditor must state them 
in a dear concise manner. 

Assuming that a certified accountant 
has made a complete audit of the books 
and records of The Broadway Clothing 
Company^ that the Balance Sheet and 
Profit and Loss Statement were found 
to be correct and that any minor 
qualifications have been fully covered 
by foot notes on the Balance Sheets the 
following form of certificate has been 
suggested: 

"I have audited the accounts of ITie 
Broadway Clothing Company for the pe- 
riod from January 1, 1920 to December 81, 
1920 and I certify that the above Balance 
Sheet and Statement of ProUt and Loss 
have been made in accordance with the 
plan suggested and advised by the Federal 
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Reserve Board and in my opinion set forth 
the financial condition of the firm at De- 
cember 81, 1920 and the results of the op- 
erations for the period.** 

(Signed) A. B. C. 

We have now discussed in some de- 
tail the preparation of the Profit and 
Loss Statement and the Balance Sheet 
and as these statements^ as such^ mean 
little to a banker nnless carefully 
studied^ the methods of analyzing 
financial statements will be considered 
in the next chapter. 
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CHAPTER VII 

Statement Analysis 

TN discussing the bookkeeping proce- 
^ dure leading up to the preparation of 
the final statement^ it has been brought 
out that a trial balance must be drawn 
up, the inventory taken, the Profit and 
Loss Statement prepared, and lastly 
all remaining figures or the balances of 
all financial accounts remaining open, 
merged into a Balance Sheet. This 
Balance Sheet, or so-called financial 
statement, if properly made, should 
show the true position of the business 
at the close of the fiscal year. It is a 
financial picture of the business after 
all the transactions of the year have 
been moulded into and made a part of 
the then remaining assets and liabili- 
ties. When compared with statements 
of previous years, either an increase or 
decrease in the worth of the business 
can be noted. 

As mentioned in the preceding chap- 
ter, most concerns of any size engage 
a firm of certified pablic accountants or 
chartered accountants to come in and 
audit the books after the close of the 
year. It is very important to the 
banker that the statement be audited by 
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such accountants as their opinion is 
usually an impartial and a very reliable 
one. In this connection^ it is well for 
the banker to know that the firm of ac- 
countants employed is considered high 
grade and reliable. Also^ he is entitled 
to a copy of the auditor's certificate 
which in very many cases is appended 
at the bottom of tlie statement. This 
certificate merely covers in a brief way 
the scope of the audit and a resume of 
the prevailing conditions. While it 
does not necessarily guarantee the cor- 
rectness of the concern's books and 
statements^ the auditors usually certify 
that in their opinion the statements set 
forth the true financial position of the 
business as of the date in question. 

Statement Placed on Analysis Form 

Having received a financial state- 
ment from a customer^ or from some 
other source in the case of a special in- 
vestigation^ it becomes necessary for 
the bank investigator to analyze it. A 
single statement can of course be an- 
alyzed and certain opinions deducted^ 
such as the relation of assets to liabili- 
ties^ et cetera^ but a more satisfactory 
analysis can be acc<nnplished by com- 
paring the figures with those of previ- 
ous statements. For this purpose such 
figures are transferred to a bank form 
known as the "Comparison of State- 
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ments." Each bank has its own 
special fonn but all are quite 
alike^ at least in principle^ the pur- 
pose being to so digest the fig- 
ures as to place the various items in 
juxtaposition^ thus indicating whether 
or not progress has been made. The 
current or quick assets such as cash^ ac- 
counts and notes receivable and mer- 
chandise are set down firsts usually in 
blue ink or type. These items are the 
ones to which a banker first looks for 
the retirement of the debtor's obliga- 
tions to his institution in case of trou- 
ble> and for that reason are placed at 
the top or beginning of any compari- 
son form. They are followed by the 
slow^ permanent or so-called non-liquid 
assets^ such as real estate^ machinery 
and equipment, and deferred items, 
which are set forth in red ink. 

Below the assets are grouped the lia- 
bilities according to the same arrange- 
ment. Notes and accounts payable are 
included in current or quid: liabilities 
while mortgages, long term bonds and 
reserves are usually considered slow or 
as being deferred, and are indicated by 
red ink. The ideas of credit men vary, 
however, as to which reserves are quick 
and which are slow. For instance, some 
institutions do not set up a reserve 
against doubtful accounts as a quick 
liability, while other banks have made 
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it a guiding rule that a reserve against 
a quick asset is a quick liability and a 
reserve against a slow assets a dow lia- 
bility. As to other quick liabilities^ 
there is no question but that taxes and 
dividends should be included in that 
category. 

After having set down all assets and 
liabilities in tiie order suggested it is 
customary to have a heavy ruling and to 
place immediately below it the totals of 
both the quick assets and the current 
liabilities. Upon subtracting the 
smaller from the larger the remaining 
figure of course represents either an 
excess or deficit of current assets. 
Should the assets exceed the liabilities^ 
this figure would represent the net 
quick assets^ more commonly known as 
the working capital of the business. 

The Current Ratio Explained 

The ratio or percentage of total car- 
rent liabilities to total quick assets is 
next indicated. In case the liabilities 
were $50^000 and the assets $100^000^ 
the current ratio would be fifty per 
cent. A more common method of in- 
dicating the percentage^ however^ is by 
the division of the current assets by 
quick liabilities which in this example 
would result in a percentage of 2.0^ the 
assets being twice the liabilities. 

When analyzing the current or quick 
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items in a financial statement^ we find 
that for many years bankers and 
credit men have been imbued with 
the idea that the current ratio 
must be at least fifty per cent, or 
"two for one" in practicidly all cases. 
Should it be less they would be inclined 
to turn down any proposed loan or pur- 
chase of commercial paper. Borrowers 
soon became acquainted with this fact 
and found that by various methods of 
"window dressing" the ratio could be 
improved or brought into line at least 
for the time being. One method has 
been to sell merchandise or secarities 
to interested parties^ reduce the debt 
with the proceeds^ thus improving the 
ratio and immediately afterwards re* 
purchase the assets. While this prac- 
tice is not common^ it only goes to show 
that the two for one ratio is sometimes 
misleading and not always dependable. 
As another example^ it is generally 
known that the current ratio in the 
packing business is below the set mark^ 
and according to the two for one the- 
ory it might be assumed that this busi- 
ness is weak. Such^ however^ is not the 
case> certain general conditions peculiar 
to the business causing the low figure. 

Internal and Type Analytis 

In view of such instances it has for 
scnnetime been apparent to certain 
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credit men that some other method of 
analysis was needed. With this in 
mind^ Alexander Wall, Secretary of 
the Robert Morris Associates, has spent 
a great deal of time and study in for- 
mulating a system of internal and type 
analysis. By this system of internal 
analysis, Mr. Wall reduces everything 
to a ratio, making it possible to com- 
pare the performances of both large 
and small companies. Seven of such 
ratios have been established from the 
component parts of the statement and 
these qualifying ratios have been de- 
veloped to amplify and make clearer 
the real value of the current ratio as 
a measure. They are: First, a ratio 
between receivables, both notes and ac- 
counts, and merchandise; second, a 
ratio between capital, surplus and un- 
divided profits, or worth, and non-cur- 
rent or capital assets; third, a ratio 
between total debt, both current and 
funded, and worth; fourth, a ratio be- 
tween sales and receivables; fifth, a 
ratio between sales and merchandise 
inventory; sixth, a ratio between sales 
and worth; and seventh, a ratio be- 
tween sales and fixed or non-current 
assets. The use of these ratios and 
their value in testing or analyzing a 
financial statement have fully been set 
forth by Mr. Wall in his recent book 
entitled "The Banker's Credit Man- 
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uar' as well as in a pamphlet issued by 
the Robert Morris Associates entitled 
"Financial Statements." 

While the ratios as suggested can be 
applied to a single statement^ their 
value is largely increased by compari- 
son with those made from other state- 
ments. For this reason Mr. Wall has 
worked out to a certain extent a sys- 
tem of type ratios. To do this a large 
number of statements for a certain year 
covering a single line of business were 
gathered^ and the ratios obtained were 
averaged. The seven average ratios 
were assumed to be the type ratios for 
the particular line of business. It is 
instructive to note in this connection 
that the average current ratio^ for the 
year in question^ expressed in per- 
centage form made from 189 groc- 
ery statements^ was 244.45; the aver- 
age current ratio from 101 dry goods 
statements was 211.89; and the aver- 
age current ratio from thirty-three 
hardware statements was 277.78. 
These averages are quite different from 
the generally looked for two for one 
condition. Mr. Wall has also worked 
out a table and ratios covering many 
lines of business^ not only nationally 
but covering certain sections of the 
country. These figures were fully ex- 
plained in an article entitled "Credit 
Barometrics" prepared by Mr. Wall 
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for the Federal Reserve Board and 
published in the Bulletin. They should 
undoubtedly be of considerable value 
to any one interested in the study of 
credit and especially the analyzing of 
statements. More complete and up-to- 
date figures are constantly being pre- 
pared by Mr. Wall and those who have 
studied the matter feel that his efforts 
are in the right direction. 

Next following the current ratio on 
the statement comparison form are 
placed the more important operating de- 
tails^ such as net sales^ net incc»ne^ divi- 
dends^ et cetera^ which are^ of course^ 
obtained largely from the Profit and 
Loss Statement. Some business con- 
cerns will not give out complete operat- 
ing details^ often omitting the item of 
sales^ in which case it is impossible to 
make a complete and accurate analysis. 
As such an analysis is desired by all 
bank credit men it is very essentifld for 
the banker to insist upon receiving full 
details. In this connection it is not the 
duty of the certified accountant to fur- 
nish this data of his own accord with- 
out permission from his client^ as some 
persons seem to thinks but rather it is 
the banker's duty to ask for and ob- 
tain this information. 

Practical Problems in Statement 
Analysis 

As a general idea of the purposes 
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and methods of statement analysis^ 
both present and prospective^ has been 
given^ the Balance Sheet figures re- 
ceived from Jones & Brown and the 
Broadway Clothing Company^ the de- 
tailed affairs of which were fully dis- 
cussed in the last two chapters^ will be 
set up on the respective partnership 
and corporation bank comparison 
forms. The operating details covering 
the partnership and corporation trans- 
actions will also be added. A compara- 
tive analysis of these statements ac- 
cording to prevailing methods^ there- 
fore^ can be made and in so doing each 
item will be considered separately in 
the order appearing on the statement 
forms. 

Upon glancing at the two compari- 
son forms^ it can be seen that the De- 
cember 81^ 1919 statement of Jones & 
Brown has been set up on a partnership 
form and appears as Exhibit No. 8, 
while the January 1^ 1920 statement 
giving effect to the corporate financing 
on that date has been placed on a cor- 
poration form and appears as Exhibit 
No. 9. This latter form also includes 
the figures representing conditions at 
the close of the year 1920. As the op- 
erating details for 1919 were based on 
the original investment and the partner- 
ship business for that year^ they are 
placed on the first form. In other 
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words^ the corporation being in exis- 
tence bat one day^ as of January 1^ 
1920> the operating details for the pre- 
vious year could not correctly be ap- 
pended as of that date. In this con- 
nection it is of interest to recall that 
daring recent years many concerns 
have increased their capital or bonded 
indebtedness^ and when subsequently 
selling their paper or securities^ have 
made public only a statement giving ef- 
fect to the new financing and probable 
operating details based on the same. 
Had the original figures covering the 
year's business under the old capitali- 
zation been forthcomings they might in 
many cases undoubtedly have been such 
as to induce the purchaser of the pa- 
per or securities to place his money 
elsewhere. 

Before discussing the statements^ 
item for item^ it may be well to bear 
in mind the nature of the concern's 
business^ which is that of manufactur- 
ing men's clothing. In this business^ 
although manufacturing often continues 
quite steadily throughout the year^ 
tiiere are two principal seasons^ name- 
ly^ spring and fall. The terms of sale 
vary from sixty days' dating with 
seven per cent, off for cash in ten days 
thereafter to four months' terms. Many 
clothing manufacturers also sell on sea- 
sons' dating terms^ which are usually 
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May and November. This means that 
whUe fall goods are sold early in the 
year, delivery does not begin as a rule 
mitil July and the bills are dated No- 
vember first or tenth, at which time pay- 
ments are due. In the case of sprint 
goods, deliveries begin around the first 
of the year, and dating and payments 
are usually made in May. 

At the close of any calendar year, 
therefore, when analyzing a clothing 
manufacturer's statement, we might ex- 
pect to find the accounts receivable fair- 
ly well liquidated and the different items 
of merchandise, especially finished 
goods and goods in process, quite large. 
In view of a large merchandise item, a 
clothing company would no doubt be 
borrowing quite heavily from its bank- 
ers at such a time. It is always quite 
essential to understand the nature of 
any business under consideration, for in 
many cases statements are made at a 
time of minimuum debt and low inven- 
tory, rather than on December thirty- 
first. This is because people like to pre- 
sent their statements when their work- 
ing capital position is most favorable. 
Manufacturers of clothing, and espe- 
cially those making ladies' cloaks and 
suits, sometimes issue their statements 
on November dOth, for on that date fall 
goods have been largely converted into 
cash and receivables and raw materials 
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for the coming spring season have not 
as yet been received. The credit man 
should therefore be interested in getting 
the peak load^ or amount of maximum 
borrowings at any one time during the 
year and compare these with the bank 
indebtedness on statement date. 

A brief analysis of the various items 
appearing on the statement forms may 
now be of interest. 

Cash 

There is no set rule regarding the 
amount of cash which a statement 
should show. It is an item which 
varies in size quite materially at differ- 
ent seasons. A particularly small amount 
might indicate that twenty per cent, 
balances in proportion to loans^ which 
most commercial bankers require^ are 
not being maintained^ but in case a 
broker were also being used such a de- 
duction could not be made with any 
degree of accuracy. If cash is partic- 
ularly large^ there is a possibility of 
early distribution for dividends^ salar- 
ies or near-due accounts. Suffice to say 
the cash item should not be manipu- 
lated for statement purposes and should 
be large enough to care for the ordinary 
business needs such as payroll and 
other current items. In the problem 
under discussion the cash items appear 
to be quite satisfactory. On the first 
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corporation statement the cash is espe- 
cially large due to money being re- 
ceived from sale of preferred stock at 
that time. 

Note$ and BilU Receivable 

This item should as a rule be small. 
In a few lines of business such as the 
raw f ur^ contracting or piano^ notes are 
sometimes given for payment^ but in a 
great majority of cases business is done 
on the open account or acceptance basis 
and consequently notes are only given 
after an account has become due and 
not paid. Such notes are subject to 
considerable depredation^ and if dis- 
counted at a bank^ where they are 
known as "receivables^'' a contingent 
liability is incurred which should be set 
forth on the statement form below cur- 
rent ratio. The item of Notes Re- 
ceivable^ therefore, should be quite 
carefully investigated if of any size. In 
the present problem the amounts ap- 
pear fairly large and indicate lax cred- 
it methods or poor collections. In this 
connection it should be mentioned that 
if any of them represent loans to offi- 
cers or employees, or subsidiary or 
affiliated interests, they should be 
placed with the slow assets under the 
heading of "Other Notes and Accounts 
Receivable." 
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Trade Acceptances 

As the subject of trade acceptances 
will be discussed in some detail in a 
later chapter it may be merely men- 
tioned at this time that where ac- 
ceptances are received for the sale of 
merchandise which is the only way in 
which they can properly originate^ they 
may be discounted at a bank^ in which 
case a contingent liability is also cre- 
ated. This is not the case, however, 
when endorsed "without recourse" for 
in such instances the endorser assumes 
no responsibility for payment. En- 
dorsements of this nature are but rarely 
used as the paper thus offered is more 
in the nature of an outside investment 
for the bank rather than direct ac- 
commodation to a customer. Although 
the use of trade acceptances has 
not as yet become universal we find 
them well known in certain lines. In 
the raw silk business, for example, or 
in any business in fact where long 
terms are customary, four months' 
trade acceptances or those of other ma- 
turities are now quite common. 

Accounts Receivable 

Accounts receivable or book accounts 
are considered a most liquid asset. 
They should of course represent real 
transactions and should cover strictly 
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goods sold and delivered and should 
not include monies due from employ- 
ees^ subsidiary concerns or branches. 
A sufficient amount of depreciation 
should be set up against the accounts. 
It is essential to learn if any of the 
accounts have been pledged in any way 
or sold to companies known as conuner- 
dal or private bankers. During re- 
cent years this practice has grown very 
considerably and while there is a differ- 
ence of opinion as to whether it is 
proper^ there is no question but what 
the banker loaning funds on the con- 
cern's straight note should be informed 
if any of the accounts are hypothe- 
cated. 

The proportion of accounts receiv- 
able (including notes) to sales is an 
important relationship or ratio as it 
gives fairly accurate information as co 
how collections are being made. Should 
annual sales be $24^000 and accounts 
$2^000^ the result obtained by division 
would be twelve^ indicating that col- 
lections were averaging thirty days. If 
the terms of sale were thirty days this 
would be excellent^ and a better aver- 
age than is usually found. In the case 
of Jones & Brown and the succeeding 
corporation^ the sales are five times the 
receivables^ which appears to be too 
high a figure in view of the seasonal 
nature of the business. Such rapid col- 
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lection of accounts would hardly be ex- 
perienced in the clothing manufactur- 
ing business unless the terms allowed 
purchasers were much shorter than Is 
customary. There is also a proper 
ratio between accounts receivable and 
merchandise for a concern should hare 
sufficient goods on hand to meet prob- 
bable sales. Much depends^ however^ 
on general business conditions as well 
as the customary or seasonal positicm of 
a business as of statement date. 

Merchandise 

Most bank comparison forms sub- 
divide the item of merchandise into 
"Raw Material" and "Finished and in 
Process.'' In some bank forms the lat- 
ter item is also subdivided but as a rule 
concerns do not give out such detailed 
data^ more often unfortunately^ merely 
stating one lump sum to cover all mer- 
chandise. Regardless of this feature 
merchandise constitutes one of the most 
important parts of the current assets 
and is an item appraised with difficulty. 
The correctness of a merchandise in- 
ventory rests largely with the integrity 
of the management and the testing abil- 
ity of the certified accountant. It 
should be taken at a time when it re- 
flects a normal condition of business in 
the particular line^ and the kind of 
merchandise and the nature of the busi- 
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nesB must also be considered. Most 
credit men agree that cost price should 
be taken except when present value is 
less than cost in which case inventory 
should be taken at the lower valuation. 
By comparing merchandise with an- 
nual saleSj that is^ dividing merchan- 
dise into rales^ the approximate annual 
"turnover" is determined. In our pres- 
ent example^ the stock was turned four 
times in 1919 and almost as much the 
following year. This would seem to be 
very good for the clothing manufactur- 
ing business and in fact is probably 
somewhat better than most successfid 
concerns are able to do. As the height 
of the spring clothing manufacturing 
season is in November and December^ 
and as spring delivery begins soon 
after the first of the year^ it is appar- 
ent that both Jomea & Brown and the 
Broadway Clothing Company are 
rather short of merchandise on state- 
ment date. Another criticism of these 
statements is that the finished goods 
and those in process are too small and 
should at least equal or exceed the raw 
material. In comparing merchandise 
with sales^ the credit analyst must not 
place too much faith in the so-called 
"turnover" figure^ as sales represent 
cost of merchandise sold plus profit^ 
whereas inventories are based on cost or 
market. Also^ merchandise may be 
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either large or small on statement date 
and one must know the average or nor- 
mal inventory figure^ in order to obtain 
a clear idea of the actual yearly turn- 
over. It can thus be seen that in com- 
paring any items^ such as the foregoing^ 
one should be acquainted with many 
facts regarding general conditions as 
well as the affairs of the concern under 
consideration. 

Miscellaneous Items — Current 

Under this heading we have placed 
Liberty bonds although practically all 
other investment items of any kind are 
classed with slow assets by bank credit 
men. If the amount of Liberty bonds 
were large it would be well to ascertain 
whether they were being carried at par 
or at market. Also^ when Liberty 
bonds have been pledged^ the full 
amount of bonds may be carried as a 
quick asset and the loan as a quick lia- 
bility, or what is possibly mpre com- 
mon, the loan may be deducted from 
the value of the bonds and the result- 
ing equity treated as a quick asset. 

Other Notes and Accounts Receivable 

These have been described hereto- 
fore as notes and accounts from o£Scers, 
employees or subsidiary concerns and 
are always classed with the slow assets. 
In the case of obligations of officers or 
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employees the matter is not serious un- 
less the amounts are comparatively 
large and in such instances an explana- 
tion should be forthcoming as to just 
what these items cover. Where money 
is owing from subsidiaries^ however^ 
there is an element of danger which 
must not be overlooked and it is neces- 
sary to ascertain just what relationship 
exists between the concerns. Also^ if 
the amount involved is at all sizable the 
credit man should familiarize himself 
with all possible facts and figures per- 
taining to the subsidiary. In the case 
of a wholesale grocery company owning 
a separately incorporated chain of re- 
tail stores^ for example^ it is important 
to know what proportion of the par- 
ent company's sales are to the stores^ 
and such receivables should be treated 
as slow. The question of obtaining a 
consolidated statement is also of impor- 
tance^ especially where the parent com- 
pany has an interest in the financial 
arrangements of its subsidiaries. 

Real Estate and Buildings 

This is a strictly slow asset regard- 
less of cost or location. The banker 
must always lock to the quick items for 
the payment of a loan. Real estate is 
often mortgaged in which case the 
mortgage shoidd be shown in the liabili- 
ties^ and it is essential for the banker 
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to know the maturity and interest 
charges so that current charges may 
be included with the quick liabili- 
ties. It is needless to say that the 
property should be amply insured^ 
taxes and assessments paid> and any 
special liens mentioned. The size of 
the real estate and buildings item of 
course depends largely upon the nature 
of the business^ but any unduly large 
item of this character should be 
scanned with a degree of caution. It 
is hardly necessary to mention that bad 
some of our prominent industrial con- 
cerns used more discretion in adding to 
their property and plant accounts for 
the past year or so they would not have 
been as hard pressed for ready cash 
during the recent depression. Bankers 
do not as a rule loan money to finance 
real estate purchases and building ex- 
tensions^ such betterments being paid 
from earnings or through increased cap- 
ital investment. It is of course essen- 
tial that the proper depreciation re- 
serves be set up. 

Machinery and Fixtures 

Practically the same reasoning ap- 
plies to this item as in the case of 
real estate. Most machinery would 
have limited value if sold and is sub- 
ject to marked depreciation and even 
obsolescence. An exception to the gen- 
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eral rule, however, is possibly that of 
looms and spindles in certain textile 
mills. These are often quite valuable, 
can be moved to other mills without 
serious inccmvenience and in several 
instances are said to have been 
appraised at higher prices than cost. 
In analyzing a cotton mill statement, 
therefore, the banker would not nec- 
essarily regard with apprehension a 
large item of machinery. It is well 
to learn whether the machinery has 
been purchased on the installment 
plan and whether any chattel mort- 
gage is outstanding. In discussing the 
present statements it is of interest to 
note that the partnership had compara- 
tively little capital tied up in fixed as- 
sets of this character, but that large ixi- 
creases were made during the second 
year. In view of these extensive in- 
creases and the fact that the volume of 
business was only doubled, it is appar- 
ent that full advantage of the enlarged 
capacity was not availed of, or else ab- 
normal prices were paid for the equip- 
ment. The banker would be entitled to 
know the true facts in the case. 

Investments 

It is well to know the type of securi- 
ties included in this item. Are they 
stocks or bonds of affiliated or sub- 
sidiary companies or are they stodc ex- 
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change or active securities and easily 
salable? As stated before, all invest- 
ment items except United States Gov- 
ernment obligations are treated as slow, 
but it is obvious that first dass securi- 
ties of prime corporations, and espe- 
cially those enjoying an active market 
are more desirable than otherwise, and 
the banker is entitled to full details. 

Miscellaneous Items — Slow 

Such items usually known as de- 
ferred assets, include prepaid interest, 
taxes, advertising or insurance and 
must be properly charged off into 
Profit and Loss at later periods. They 
have little or no actual value in case of 
liquidation. 

Discount on Preferred Stock 

This item seldom appears in a finan- 
cial statement but was necessary to give 
the true effect of the new financing on 
January 1, 1920. During the course 
of the year, it was properly charged 
off into Profit and Loss, and did not 
appear in the December statement. 
Were it larger, however, a certain por- 
tion could be charged off annually over 
a period of years instead of in a lump 
sum. 

Good Will 

Good will, patents, et cetera, are in- 
tangible assets and usually have but 

114 



Digitized by Vj'OOQ IC 



feAKK CREDIT INVESTIGATOR 

little real value. Often, as in the pres- 
ent case, good will represents "water" 
and the large surplus shown on De- 
cember 81, 1920, would be quite mate- 
rially affected if the good will item 
were eliminated. In some instances^ 
where a concern has had a long suc- 
cessful record and its product is very 
well known, a fairly large good will 
item is justifiable but as far as the 
credit risk is directly concerned good 
will should be eliminated. 
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CHAPTER VIII 

Statement Analysis 

(CantvMted) 

Notes and BilU Payable to Banks and 
Bankers 

T N analyzing this item^ it is important 
"*• to ask whether the notes are se- 
cured by collateral or endorsed or 
guaranteed by those interested in the 
concern. The amount of notes out- 
standing from time to time varies 
considerably according to the season 
and also possibly according to the 
trend of commodity prices. Whei^ the 
merchandise item is large^ bank loans 
are usually heavy and as a rule greatly 
exceed the accounts payable for mer- 
chandise. Notes payable under the 
above heading also include loans made 
through commercial paper brokers but 
that subject will be discussed in a sub- 
sequent chapter. Bank acceptances 
could also be included^ although they 
might more properly be listed as a 
separate item. In analyzing the state- 
ments it will be noted that practically 
all of the figures are in even amounts. 
Round figures such as these would be 
rarely found except in the case of notes 
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payable to banks. When a concern ob- 
tains money from a bank it usually 
borrows in even amounts such as $5^~ 
000 or $10^000 as the case may be. 
When the credit man^ therefore, sees 
that a concern's notes payable are rep- 
resented by an uneven sum such as 
$9,761.28, there is a possibility that 
the item includes notes given for mer- 
chandise purchases, which practice is 
undesirable. On the other hand, it may 
represent miscellaneous deposits from 
friends and officers, or possibly the un- 
earned interest charge has been de- 
ducted. Where the amount of the notes 
payable item is large or uneven, the 
credit man should endeavor to deter- 
mine the cause. 

Noie$ and Bills Payable for Mer- 
chandise 

In the average well managed con- 
cern this item should be lacking. As 
stated before notes are given in cer- 
tain lines of business, but this is ex- 
ceptional nowadays, and as a rule such 
an item would be a danger signal. 

Trade Acceptances 

Trade acceptances have already been 
mentiooed in connection with the an- 
alyzatiim of ihe quick assets but from 
th« viewpoint of the buyer it may be 

IIT 



Digitized by VjOOQ IC 



BANK CREDIT INVESTIGATOR 

mentioned that where he is not in a 
position to take cash discounts he is bet- 
ter able to compete with the cash buyer 
by using acceptances. By giving a 
negotiable evidence of indebtedness to 
the seller good faith is shown and 
where such obligations are promptly 
met credit is improved. A concern 
which gives trade acceptances is more 
liable to act carefully and intelligently 
in its purchases than were it buying 
on open account. 

Aecount9 Payable for Merchandise 

This item should ordinarily be rela- 
tively small. Open accounts must usu- 
ally be settled promptly to take advan- 
tage of any discoimts offered. It is 
well to ascertain^ if possible^ if any of 
the accounts are secured^ and if any 
part is due to o£Scers^ directors or em- 
ployees. In the present problem^ the 
accounts appear to be fairly small and 
well below bank borrowings. 

Other Notes, Loans or Accounts Pay- 
able 

It is advisable to inquire as to why 
such liabilities have been incurred. 
They often represent loans made by 
directors or friends and would be with- 
drawn at the first sign of trouble with 
subsequent detriment to the other credi- 
tors. Most legitimate needs can be met 
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through bank borrowings^ or if addi- 
tional capital is required^ it can be ob- 
tained with more permanency through 
issuance of capital stock. All items un- 
der this heading should be considered as 
quick regardless of promises or state- 
ments as to relative permanence^ unless 
possibly same are made in writing. 

Miteellaneaui Hemt — Current 

Such items as accrued wages^ taxes^ 
interest or dividends should be in- 
cluded. 

Premium on Bondi 

This is a bookkeeping transaction 
corresponding to "Discount on Pre- 
ferred Stock" which has previously 
been discussed. At the end of the year 
when the books are to be closed it will 
be wiped out through the medium of the 
Profit and Loss Account. 

Reserve for Taxes 

It is well to ascertain that a reserve 
for taxes is set up on all statements^ 
unless it is known that the operations 
for the year resulted in a deficit. Taxes 
are the quickest kind of a lia- 
bility and at present are very heavy. 
At tile close of the year taxes can be 
fairly well estimated^ and in some cases 
fully one-half of the net income might 
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be reserved. A statement that the sur- 
plus represents ccmditions before tax 
adjustments is not sufficient and many 
concerns that have not set up the 
proper reserve have unfortunately had 
to borrow heavily shortly after to meet 
tax payments^ thus incurring a rather 
bad credit standing. 

Bonded Debt and Real Estate Mort- 
gages 

In analyzing these items^ it is im- 
portant to know whether the bonds are 
secured only by real estate and build- 
ings or cover the general assets. In 
the latter case^ the bondholders have in 
effect a prior lien on all assets of the 
company^ and the general creditor is in 
an unfavorable position. Such infor- 
mation as purpose of issue^ maturity, 
rate of interest^ date of issuance^ re- 
tirement and sinking fund provisions 
must be mentioned. Annual sinking 
fund payments should usually be re- 
garded as a current liability. Serial 
b<mds or short term notes maturing 
within twelve months are also cur- 
rent^ and some bankers hold that when 
there is any doubt about the concern's 
credit^ debenture bonds should be 
classed as current. The question of 
caring for maturing long term issues 
should also be given attention so that 
plans for refunding or extension may 
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be duly considered. Another important 
point of consideration is to ascertain 
whether or not the trust indenture un- 
der which securities haye been issued 
requires or demands at all times a cer- 
tain relati<mship between net current 
assets and bonded indebtedness. Sudi 
coFenajxts are often very attractive to 
bondholders^ but are points of grave 
consideration to the bankers who are 
extending accommodation to the concern 
on straight paper. The trust indenture 
should therefore be carefully studied^ 
and any items of particular importance 
brought to the attention of the officer 
who is to pass upon the credit. 

Reserves 

The necessity of netting up reserves 
covering depreciation on real estate^ 
machinery and equipment has previ- 
ously been explained. Some credit men 
prefer to deduet these items directly 
from the assets in questicm^ while others 
prefer to class them with the liabilities 
in order that the yearly increases may 
be noted. Reserves for bad debts and 
discounts are of a current nature but 
are often included on the bank compari- 
son forms with other reserves^ the full 
amount of the accounts receivable thus 
being shown. Later^ when totalling 
current assets for ratio purposes^ the 
amount of the reserve is deducted. This 
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system has been followed in the prob- 
lem mider consideration. Losses by 
bad debts which are incurred during 
any year should be charged off to 
Profit and Loss^ owing to the fact that 
the reserve set up at close of year cov- 
ers only accounts then outstanding. 
Unduly large reserves of all kinds are 
sometimes set up to reduce profits and 
consequently to evade paying large 
taxes. 

Capital Stock 

All details such as amounts author- 
ized and issued^ par value^ dividend 
rates and cumulative features should be 
known. When capital stock shows an 
increase over any period^ information 
should be forthcoming as to whether 
payment was in cash or whether a stock 
dividend was declared. This latter 
form of increase is very popular at 
times and results in a reduction of sur- 
plus. Some concerns^ having idle surplus 
funds^ purchase their own stock in the 
open market^ carrying it as an invest- 
ment instead of reducing the amount of 
capital stock outstanding. The stock 
exchange is said to be largely responsi- 
ble for such an action for should the 
treasury stock be deducted from the 
capital stock on the liability side it 
would no doubt be stricken from the 
trading list. Some persons advance the 
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argument that the directors and officers 
of a concern knowing more about its af- 
fairs than about other companies^ are 
justified in investing in their ow^ 
stock. The desirability of such a pur- 
chase is, however, not generally con- 
ceded. 

Surplus and Undivided Profits 

This item represents the accumula- 
tion of surplus earnings from year to 
year. It is not a lump sum of money 
as many students of finance are led to 
believe but is represented in the vari- 
ous assets. Few concerns are so un- 
wise as to pay out all earnings in divi- 
dends but prefer to hold at least part 
of the money to provide for increased 
business. In analyzing and comparing 
statements, it is essential to "reconcile 
the surplus." This merely means that 
the addition of the net income for the 
year to the previous year's surplus less 
dividend payments, should be approxi- 
mately the same as the latest surplus 
figure shown on the statement. It is 
well to know whether a yearly gain in 
surplus is represented by an increased 
cash item or is largely tied up in slow 
assets. 

Where a concern's surplus is consid- 
erably larger than its capital there is 
the possibility that the directors might 
convert a portion of the assets into cash 
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and pay out large dividends. As tliis 
coald be done without legally impairing 
the paid-in capital^ most credit men 
agree that it is desirable to obtain the 
endorsements of the principal parties 
at interest. Of conrse^ if the moral risk 
were good^ the possibility of excessire 
dividend payments with the intent of 
embarrassing the company would be re- 
mote^ and^ as a rule^ a large surplus is 
conBidered an evidence of good earning 
power and financial strength. Every- 
thing else being equal, bilkers would 
no doubt prefer to see a surplus of mod- 
erate size, yet one reflecting satisfac- 
tory earning ability and which would 
care for contingencies and losses, wiUi- 
out permitting capital to become im- 
paired. 

Net Worth 

This term has previously been re- 
ferred to as the excess of actual assets 
over all liabilities, and represents the 
ownership interests in any business. It is 
the accountability of a business to its 
owners and in the case of a partnership 
is represented by the partner's capital 
accounts while in a corporation it is 
represented by outstanding capital 
stock, surplus, undivided profits and 
special reserves for contingencies, less 
good will and other intangible items. 
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Outside Worth of Endorsers 

Officers of a company often person- 
ally endorse tlie company's paper. En- 
dorsements are sometimes obtained be- 
cause a concern is financially weak and 
again merely as a matter of precaution 
or custom by the banker. Firm paper 
is not usually endorsed as all partners 
are individually liable for the debts of 
the firm. In case of endorsement it is 
well to ascertain what strength is 
added to the note. In other words^ 
what are the outside means of the en- 
dorser.'^ A request for a statement or 
definite information on the subject is 
not unwarranted and should be forth- 
comii^ without hesitation where bor- 
rowings on this basis are at all large. 
It is also well to leam whether en- 
dorsers give endorsements in any other 
direction. This often occurs and some- 
times greatly minimizes the value of 
such signatures. 

Where a man of large means is inter- 
ested in many business enterprises and 
endorses for several of them^ it is pos- 
sible that his endorsement may not add 
as much real strength to bank paper as 
that of a man of moderate means who 
is actively engaged in the one business 
and vitally interested in its success. 
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Consignment Accounts and Advance 
Purchases 

When merchandise is consigned but 
not actually sold^ it is not in reality an 
account receivable. There is also a 
possibility that the merchandise may 
meet with accident and not be returned. 
It should^ therefore, be carried in a spe- 
cial account for the time being, although 
it is really a part of the merchandise 
item, and as such should be treated 
as current. Many concerns are not 
strict in reporting purchases for future 
delivery, and the liabilities incurred 
therefore. This information should be 
placed on the books and thus included 
in the statement if the goods have been 

..shipped or billed. In s(»ne cases the 
current ratio would be materially 
changed and often weakened by the 
addition of these two items to both 

^ sides of the statement. Bank credit 
men should carefully inquire into com- 
mitments for future delivery, especially 
because of possible loss due to falling 
prices, and see that the statement in- 
cludes a foot note setting forth this 

' contingent liability. 

Contingent Liabilities 

There are many kinds of contingent 
liabilities and the credit man who is 
"on the job" will make an effort to as- 
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certain if any exists either on statement 
date or at any time during the year. 
The best known form of contingent lia- 
bility is probably that arising from the 
discounting or endorsing of notes receiv- 
able and acceptances. The discounting 
of foreign bills of exchange also incurs 
a contingent liability^ as well as the 
guaranteeing of the obligations of suB- 
sidiaries. Commitments for future de- 
livery of merchandise purchased like- 
wise make the buyer contingently liable 
and the many cancelled contracts and 
subsequent law suits in recent years 
have very forcibly brought the matter to 
the attention of 2dl credit men. As stated 
before^ a contingent liability may come 
about in many ways and as they are 
not often directly set forth on the 
statements received by banks^ it is the 
duty of the bank credit man to dis- 
cover them before it becomes too late. 

General Analysis of Sample Statements . 

The various items in the statements of 
Jones & Brown and The Broadway 
Clothing Co. have been discussed in de- 
tail and some criticisms made. The 
current ratios have been uniformly bet- 
ter than two for one^ and on the whole 
a satisfactory position is set forth. In 
fact, the growth and prosperity of the 
business appears to have been rather 
uncommon. Gross profits have been 
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large for the volume of busmess trmns- 
acted and general and selling expenses 
comparatively smalL Daring 1920^ 
however^ the working capital was not 
increased sufficiently to maintain the 
former high ratio. Profits from the 
doubled volume of business were not in 
proportion^ althou^ reserve for taxes 
on the corporation statement probably 
made some difference. Considering the 
fairly modest beginnings the concern 
has been going ahead very rapidly^ and 
in view of dividend declaraticms^ large 
items of plant extension and good will^ 
its officers might be tactfully warned of 
over-expansion and the advisability of 
conservatism^ should they apply for 
further credit. 

In analyzing these statements^ no 
attempt has been made to cover all 
possible details r^arding each item^ 
as the credit investigator^ who is 
newly learning the rudiments of 
statement analyzation^ can hardly ex- 
pect to go into minute detail regarding 
each point. In f act^ an investigator is 
very often forced to rely on data at 
hand and in most cases is unable to se- 
cure a great deal of explanatory in- 
formation regarding the various items. 
Such facts should be obtained by the 
bank official when discussing the state- 
ment with the client or by the account- 
ants when making the audit. The inves- 
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tigator should have the ability to look 
over intelligently and digest all obtain- 
able figures and to analyze a statement 
so well as to lay bare any weak points 
in the financial structure of the con- 
cern. 
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CHAPTER IX 

Interviewing Commercial Paper 
Brokers 

VyiTH a knowledge of the funda- 
^^ mentals of credit department work 
well in mind it is essential for 
the credit investigator to prepare 
himself for the responsibilities which 
devolve upon him in making the out- 
side investigation which covers the in- 
terviewing of commercial paper brokers^ 
banks and trade houses. The ability to 
call upon bankers and business men and 
in a short interview obtain from them 
satisfactory information and often valu- 
able opinions requires a certain amount 
of tact as well as study and experience. 
It is, therefore, necessary that the inves- 
tigator should be acquainted with the 
rudiments of credit investigating and 
should also obtain certain agency re- 
port information before going out to 
seek interviews. Too often in the past, 
due to pressure of current business and 
lack of time for the proper training of 
beginners, men have been sent out for 
information, only to return without the 
desired data; incidentally, they may 
have made a poor impression upon the 
person interviewed. It is essential, 
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therefore^ that an investigator be 
trained for his work^ if he is to become 
successful and to maintain the dignity 
of his institution. 

The result of an investigation de- 
pends largely upon the viewpoint of the 
investigator. He must not have a pre- 
conceived opinion of the name under 
consideration and go out to seek infor- 
mation with the idea of confirming his 
own impression. On the other hand^ 
an investigator should not go forth 
barehanded^ so to speak^ without any 
idea of what he wishes to learn. By 
proxy^ he is the bank credit manager^ 
and as such should have firmly in mind 
just what he considers important points 
to touch upon. Some investigators in- 
stead of being listeners and paying at- 
tention to what is being said^ talk a 
great deal or look upon their duties 
lightly^ and as a result go back to their 
banks with garbled reports. Other in- 
vestigators^ and fortunately there are 
few of them^ are rumor mongers and 
seem to delight in carrying tales. Such 
men can not hope to be successful as 
one of the cardinal principles of good 
investigating is to treat credit data and 
opinions as sacred. Information of this 
character is given in confidence and as 
a basis for forming an opinion^ and the 
investigator who passes the remarks of 
one credit man to another is entirely 

181 



Digitized by VjOOQ IC 



BANK CREDIT INVESTIGATOR 

unworthy of trust. An investigator 
should always endeavor to be pleasant 
and cheerful and should not take offense 
at a slight rebuff. Investigating^ like 
all other vocations^ is work and one can 
not always expect to be received with 
open arms and obtain proper data with- 
out some effort and difficulty. The 
thoroughness with which an investiga- 
tor does his task and turns over to his 
superior the results of this work is a 
measure of his own ability. 

The Development of Note Brokerage 

As a most common type of investi- 
gation is that covering what is known 
as a conmiercial paper name it may be 
of interest to learn briefly as to how 
this method of borrowing came into use. 
Prior to 1870, our present form of pro- 
missory notes, or so-called single name 
paper, was little known and banks 
seldom made advances without one or 
more endorsements. In trade circles, 
also, the open account method of doing 
business was but little used and pur- 
chasers gave notes to the sellers, which 
in turn were endorsed when discounted 
at the banks. The use of so much en- 
dorsed paper led to accommodation en- 
dorsements, or in other words, when a 
merchant or manufacturer had no more 
trade notes available for discount he 
would exchange his own note for that 
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of a friend^ and these notes upon en- 
dorsement would become available for 
discount. Under this system the use 
of accommodation paper became very 
prevalent, renewals were frequent and 
heavy losses often occurred. As the 
wealmess of this system of borrow- 
ing became evident and with greater 
competition at hand and the desirability 
of shorter terms, the present day open 
account method of selling goods was de- 
veloped. Accordingly, liberal discounts 
for cash or early payment were offered 
and in order to taJce advantage of such 
terms, the better class of concerns be- 
gan to borrow from banks on their un- 
secured single name paper. This usage 
developed very rapidly and was found 
in general favor at least forty years 
ago. Borrowers sometimes learned, how- 
ever, that their local banks could not 
supply them with sufficient funds at 
certain seasons of the year, yet on the 
other hand, banks in other parts of the 
country often had excess funds which 
were not needed locally. Note broker- 
age, therefore, came into favor at about 
this time. Under this system, note 
brokers act as intermediaries between 
banks and borrowers, or in other words, 
the brokers place banks having idle sur- 
plus funds in touch with business men 
of other communities, who need addi- 
tional funds for short periods. 
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The development of note brokerage 
has been very marked and the amount 
of paper outstanding through several of 
the prominent brokers has been well in 
excess of one billion dollars at cer- 
tain times. There are now twenty- 
five or more representative note broker- 
age houses in the United States and some 
of them have numerous branches and 
connections. Every facility for the pur- 
chase of desirable notes is therefore of- 
fered to banks in every locality^ and 
the business of checking and selecting 
these notes has become of great impor- 
tance. Originally certain banks did not 
look with particular favor upon com- 
mercial paper as an investment and pre- 
ferred to place their excess funds in 
short term bonds or ''on call" at the 
Stock Exchange. Since the panic of 
1907 and the closing of the Exchange in 
1914, however, there appears to be no 
question but what the purchase of prime 
commercial paper names in moderate 
amounts of various maturities, and on 
a well diversified basis, is most desir- 
able, and that such notes constitute a 
most liquid banking asset. In this con- 
nection some figures appearing in a re- 
port recently compiled and issued by 
the National Credit Office of New York 
are of interest. According to this report, 
8,676 concerns, each with a capital in 
excess of $250,000, sold notes in the 
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open market between January 1, 1920 
and July 1^ 1921; and^ these concems 
were the most widely known traders 
and manufacturers in the United States 
in every industry. During the period 
in question^ only eight-nine concerns or 
2.4 per cent, of the 8,676 selling their 
paper in the open market were forced 
to ask indulgence from their banks, and 
from information obtained, it is believed 
that a large percentage of this indebted- 
ness has been liquidated in full. It can 
thus be seen that during a period of 
marked stress in the business and finan- 
cial world, losses from investments in 
commercial paper have been slight. 

As a result of the widespread use of 
commercial paper it became very de- 
sirable for banks to be informed as to 
the status of the numerous borrowers, 
and especially so for the larger city 
banks which both buy and check com- 
mercial paper for their country corre- 
spondents as well as themselves. The 
growth of bank credit departments 
has, therefore, been enormous, dur- 
ing the last twenty or twenty-five 
years, and in fact a well developed 
credit depairtment has become well nigh 
essential to the successful operation of 
a city bank. Likewise the smaller 
country banks find the gathering of 
credit data, possibly in a less intensive 
manner, most desirable. Prior to the 
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development of credit departments most 
bank loans were made on the basis of 
personal knowledge of the borrowers, 
but this soon gave way to the render- 
ing of signed, and very often audited, 
statements, especially to the city banks. 
There are various methods by which 
commercial paper brokers handle their 
business but ordinarily the broker acts 
for a commission which is usually one- 
quarter per cent. flat. Formerly paper 
was assigned to a broker who assumed 
no risk and returned whatever remained 
unsold. Nowadays, however, most 
brokers usually make an immediate ad- 
vance of eighty or ninety per cent, 
against a block of paper and remit the 
balance, minus commission, at a later 
date. Also in some cases the paper is 
discounted outright at the prevailing 
rate much the same as if the notes were 
being discounted at a bank. As it is 
necessary for brokers to hold the pa- 
per until sold to some bank they are 
very careful to make a thorough inves- 
tigation before purchasing any notes. 
Not only are their own finances at stake 
but every broker has his reputation to 
consider and therefore wishes to handle 
only good names. Although commercial 
paper brokers do not assume any re- 
sponsibility for the payment of notes 
they are nevertheless responsible for 
the genuineness of the signature, and 
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must be in a position to furnish inquir- 
ing banks with detailed credit informa- 
tion regarding their names. 

Advantages of Using the Open Market 

There are several advantages in using 
the services of a broker, a most impor- 
tant one being that the borrower's cred- 
it standing and name become known to 
many banks throughout the country. 
Also, while a concern may have many 
banking connections its borrowings from 
this source are limited to a certain per- 
centage of such banks' capital and sur- 
plus, and in the case of a rapidly grow- 
ing concern additional banking connec- 
tions might be quite often necessitated. 
When banks set a certain line of accom- 
modation they usually require the bor- 
rower to maintain approximately twen- 
ty per cent, balances at all times, and 
it is also customary to require the cus- 
tomer to "clean up" or liquidate his in- 
debtedness for several months during 
the year. This is, of course, sound 
practice as banks are not in the busi- 
ness of furnishing permanent capital 
but rather to assist their clients in ob- 
taining additional funds to cover the 
seasonal demands of their businesses. 
By using the services of a broker the 
borrower obtains a broad market for his 
notes at practically all times, and as 
rates of interest vary in different sec- 
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tions of the country he can sometimes 
obtain a lower rate than that charged 
by local banks. 

DUadvaniagei of luuing Commercial 
Paper 

On the other hand^ there are certain 
disadvantages in borrowing through the 
open market. A concern using the serv- 
ices of a broker is subject to constant 
inquiry and as detailed investigations 
are now quite general^ and unfortunate- 
ly sometimes made whether a concern 
is borrowing at the time or not> a cer- 
tain lack of confidence or attitude of 
suspicion may sometimes be aroused^ 
especially in trade circles. Also^ a com- 
mercial paper borrower must practically 
make public all details in connection 
with his business and the privacy of re- 
lations Ijetween banker and client is no 
longer apparent. By using the addi- 
tional credit facilities thus placed at the 
borrower's disposal when employing a 
broker^ a certain tendency toward over- 
expansion may be created and should 
the line of credit be withdrawn later^ . 
failure might result. As an illustra- 
tion of this pointy it is sometimes diffi- 
cult for a broker to distribute any pa- 
per where an approximate current ratio 
of two for one is not in evidence. 
Should a borrowing concern^ therefore^ 
due to unfavorable conditions find that 
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its latest statement did not reflect the 
desired ratio^ the broker would very 
probably decline to take further paper, 
which action might place the borrower 
in a somewhat embarrassing position. 
For this reason, except in cases where 
it is necessary to buy a great deal of 
material in a short period, it is always 
essential for a borrower to have suffi- 
cient bank lines open to care for out- 
standing commercial paper loans. Pro- 
tecti(m against money stringency re- 
sulting in an unsatisfactory open mar- 
ket is thus obtainable. 

An Attractive Bank Investment 

Commercial paper is a particularly 
attractive form of investment for banks 
as it can be considered an excellent 
secondary reserve. Due to the nature 
of a bank's business it is not only neces- 
sary to have a certain cash reserve 
available but also a line of investments 
that can be easily converted into cash. 
Seasonal demands on a bank such as 
crop moving often require all available 
funds during several weeks or months 
of the year, and the payment of Christ- 
mas Club funds is also sometimes a 
drain on a bank's cash resources for a 
few days. To meet these needs com- 
mercial paper of various short maturi- 
ties can be purchased. As this type of 
investment can also be rediscounted at 
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the Federal Reserve Banks it is par- 
ticularly attractive. Short term bonds 
are sometimes purchased by banks but 
these are always subject to change in 
price and at times^ due to adverse mar- 
ket conditions^ must be sold at a sacri- 
fice. Commercial paper, conversely, has 
stability, is paid at par, and there is no 
obligation to renew as is sometimes ex- 
pedient in the case of a direct loan to a 
customer. The notes may be purchased 
in practically any denomination desired, 
from $2,500 to $100,000, and attractive 
rates are often obtainable. Brokers 
usually grant a ten-day option during 
which time the name can be investigated 
by the bank, and if checkings are un- 
favorable, the banker has the privilege 
of returning the note. The discount 
pertaining to the time for which the 
note is held is of course taken by the 
bank in question. 

The Selection of Good Paper Namei 

When purchasing conunercial paper 
there are certain fundamental princi- 
ples which must be considered very 
carefully by the bank credit man. 

1. The broker must be a thoroughly 
able one having a record for strength, 
fairness and reliability. 

2. He must furnish an authenticated 
statement of the borrower's affairs and 
preferably one which has been audited. 
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3. The usual credit principles of 
character, capacity and capital must be 
applied. The personal contact which 
a banker has with his customer is lack- 
ing and for that reason greater reliance 
must be placed on analysis. 

4. Purchases of commercial paper 
must be diversified both as to lines of 
business and location, and desirable 
rates and maturities must be sought. 

6. It is well to restrict purchases to 
staple lines and those selling on short 
terms, rather than luxuries, and lines 
where terms are long. 

6. Paper of well established and con- 
servatively managed concerns showing 
satisfactory progress from year to year 
is better than that of unseasoned new 
enterprises. 

7. Bank and trade references should 
be satisfactory and in this connection 
opinions of outside banking concerns 
having knowledge of the name are de- 
sirable. 

There are other precautions and safe- 
guards which might be mentioned but 
the principal ones have been set forth 
and require no particular explanation 
as to application. 

Interviewing the Commercial Paper 
Broker 

Assuming that a bank credit investi- 
gation is about to be made and that the 
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concern under consideration uses the 
open market^ the broker offering the pa- 
per would be the first party inter- 
viewed. Should the name on which an 
inquiry is received be unfamiliar and 
the broker unknown^ one of the serv- 
ice companies specializing in com- 
mercial paper reports would be 
able to furnish the broker's name. 
The investigator of course asks the 
broker for the latest statement or state- 
ments^ which are furnished without 
hesitation^ and very presumably having 
notes to dispose of at the time^ also 
freely furnishes the investigator with 
much other information concerning the 
company's affairs^ with very little ques- 
tioning. As a guide to the type of in- 
formation usually received from the 
broker^ the following questions have 
been prepared. The investigator must 
use discretion in interviewing a broker 
as well as anyone else, however, or 
otherwise he will become known as the 
"questionnaire" type, be very much dis- 
liked and receive but little information. 
As an illustration, it is quite evident that 
a prime risk, with the certificate of a 
recognized firm of accountants on the 
statement does not call for as close 
questioning as in the case of a concern 
whose standing is not so well estab- 
lished, reputation not as good, and 
whose statement is unaudited. The in- 
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vestigator idio adheres to a prepared 
set of questions regardless of what is 
being told him at the time is not likely 
to obtain the best results. 

The following are some suggested 
questions or points which should ordi- 
narily be covered by the brewer during 
the interview: 

1. What were the sales for the year? 

2. What were net profits? 

8. What dividends were paid or de- 
clared? Cash or stock? 

4. Were there any withdrawals or 
changes in capitalization? 

5. Endorsements and value? 

6. How much insurance carried — 
what does it cover? 

7. Any contingent liabilities — form 
and amount? 

8. What taxes were paid during the 
year? 

9. Has an ample reserve for taxes 
been set up? 

10. Are any of the receivables past 
due? 

11. Were any bad debts charged off 
and what reserve set up? 

12. How was merchandise valued — 
cost or market? How much insurance? 

18. Amounts of reserves against mer- 
chandise and fixed assets? 

14. Opinion of management? Any 
changes during the year? 

15. Any mortgage debt, when due, 
and a lien against what assets ? 
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16. Does mortgage cover all assets 
including quick? 

17. Nature of investment item .^ 

18. How are affiliated or subsidiary 
concerns financed.^ 

19. Any inter-c<Hnpany relations — 
full details? 

20. Is extensive plant expansion con- 
templated? 

21. Are any other brokers offering 
the paper? 

Investigators should also ask the 
broker the high and low points of bor- 
rowings during current and past year, 
as well as present borrowings and 
amount owing on statement date. This 
information in connection with data re- 
ceived from the company's bankers is 
of considerable value in determining 
whether the concern is making proper 
use of its credit facilities or leaning on 
its banks and brokers too heavily and 
continuously for current funds. 

Brokers are often willing to tell the 
investigator when they made their last 
checking and furnish the names of 
trade houses selling the concern, as well 
as the names of all banks carrying the 
account. Any items on the statement 
which are not self-explanatory or have 
a doubtful meaning are frequently ex- 
plained. Sometimes, however, the 
broker is not furnished with full op- 
erating details, et cetera, by the bor- 
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rower and hence is unable to pass them 
on to the investigator. In other cases 
a broker may be allowed only to give 
out a statement and details to actual 
purchasers of the paper, but such in- 
stances are infrequent. 

Should any of the borrower's banks 
or trade references be located out-of- 
town the investigator upon returning to 
the bank should address letters to them 
asking for a confidential expression of 
opinion as to how the account had been 
handled. As most banks have certain 
form letters which are used for such 
purposes it will hardly be necessary to 
go into detail or set forth any examples. 
Suffice to say, such letters should not be 
sent out promiscuously but only when 
the bank is actually contemplating pur- 
chasing the paper or has sufficient in- 
quiries to warrant having the informa- 
tion. When writing to out-of-town 
banks, some credit men prefer to ad- 
dress but possibly half of their letters 
to banks having the account, and to for- 
ward others to non-account banks in the 
same city. It is also at times advisable 
to get the opinion of one or two banks 
which are believed to have purchased 
the note or had experience with the 
name under consideration. As men- 
tioned before, however, letters to such 
banks should be limited, for otherwise 
similar investigations may be under- 
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taken by a number of banks having the 
same inquiry. This of course leads to 
considerable needless duplication of ef- 
fort and is sometimes prejudicial to the 
concern whose affairs are under inquiry. 
Many banks when making several in- 
quiries are now incorporating in their 
letters a paragraph such as the follow- 
ing: "Information already at hand will 
be sufficient for our purpose^ as we are 
making inquiries in other directions." 
In other cases^ however^ where inquiries 
are not addressed to several banks in 
one city^ only one bank being written^ 
it is often proper to ask for such infor- 
mation as that bank may have or can 
readily obtain. 
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CHAPTER X 
Interviewing the Banker 

AFTER interviewing the broker in 
the case of a commercial broker 
name^ the next source of information is 
the bank having the accomit. Many con- 
cerns of course do not use a broker and 
in such instances the call upon the bank 
is the most important part of the inves- 
tigation. In f act^ information given out 
by banks is sometimes the only avail- 
able and reliable supply open to the in- 
vestigator. As explained in a previous 
chapter^ investigations are mainly made 
by banks for their own use and sec- 
ondarily for their customers and corre- 
spondents. Because of this latter serv- 
ice which is freely offered, the average 
bank credit department receives in- 
quiries regarding all kinds of indivi- 
duals and business houses and conse- 
quently at times seems to be a general 
bureau of information. 

If it were known at just what bank 
the concern inquired about kept its ac- 
count the matter of obtaining informa- 
tion would be simple^ but such is un- 
fortunately not always the case. Some 
credit men favor the plan of calling di- 
rectly upon the subject of the inquiry 
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and asking for information^ such as 
bank and trade references. This^ how- 
ever, is not always a good policy espe- 
cially where the matter is a confidential 
one, and the investigator is often ob- 
liged to spend considerable time en- 
deavoring to locate some banker who is 
acquainted with or does business with 
the concern. When once located the 
bank is usually willing to give quite 
complete data about the cqstomer as 
well as its experience in handling the 
account. Such information is, of course, 
submitted with the idea that it will be 
used with discretion. The bank may 
also know of other banks having the 
account and may be willing to mention 
trade references. If the investigator is 
tactful, courteous and has common sense 
he will be able to get considerable in- 
formation or at least some valuable 
clues which will 4ead him to the right 
source. 

Purposes and Desirability of Bank 
Interviews 

When the investigator is revising the 
folder on one of his bank's own custo- 
mers he will as a rule, from previous 
checkings, learn the names of tJie other 
banks carrying the account. When 
making a call upon a bank official or 
bank credit man in such case the in- 
vestigator will of course mention that 
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he is making a revision. Banks having 
the same account usually give out very 
complete data to each other^ as each is 
anxious to learn how the account is be- 
ing handled with the other banks. In 
other words all banks should be treated 
in practically the same manner by their 
customers. It would not be quite fair^ 
for one bank^ for example^ to receive 
an endorsement on the concern's note 
unless the other banks having the ac- 
count were to have the same security. 

When a name is being looked up for 
solicitation purposes for the benefit of 
the bank's new business department^ it 
is seldom considered advisable or ethical 
to call upon the bank having the ac- 
count^ unless the facts in the case are 
mentioned. The investigator who fol- 
lows the practice of getting close in- 
formation from a bank for such a pur- 
pose^ under the guise of having an in- 
quiry^ is usually short-lived^ and any 
bank that requires or allows its investi- 
gators to follow such a practice is sub- 
ject to serious criticism. If sufficient 
reliable information can not be obtained 
from other sources the bank had better 
not solicit the account. 

In this connection the story is told 
of a certain investigator who called on 
a bank credit man for information re- 
garding a concern^ and when asked how 
the name came up^ told the credit man 

140 



Digitized by VjOOQ IC 



BANK CREDIT INVESTIGATOR 

that his bank had received a letter of 
inquiry. Informaticm was given to the 
investigator and a memorandum of the 
call made in the folder. About a month 
later when revising this name the credit 
man learned that the concern had just 
opened a new account with the bank 
which had recently obtained credit in- 
formation from him. Nothing was said 
about the matter however until some- 
time later when the same investigator 
again called at the bank for information 
about another concern. The credit man 
thereupon took the opportunity of in- 
forming the investigator that he was 
familiar with the circumstances and 
that he would in the future give the in- 
vestigator no information unless very 
thoroughly satisfied as to the purpose 
for which it was to be used. 

Before beginning an investigation of 
any kind or calling on banks> the inves- 
tigator should supply himself with all 
available data bearing upon the subject. 
If he has not read the agency reports 
or does not know whether there is a 
broker^ he is not in a position to talk 
intelligently with the banker and conse- 
quently is quite liable to make a poor 
impression. In some instances^ how- 
ever^ as stated before^ the name may be 
an unusual one of an obscure nature 
and the bank having the account is pos- 
sibly the only available source of in- 
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formation. By explaining these facts 
and by stating for what purpose the call 
is made the investigator will usually re- 
ceive courteous treatment and all help 
possible. 

As mentioned previously some infor- 
mation given out by banks is of a very 
confidential nature^ and it is hardly nec- 
essary to state that the honest investi- 
gator will not betray the confidence and 
will only use the data as an aid in 
enabling him to form an opinion of the 
risk. 

Many investigators or credit men^ 
especially in the larger cities^ get into 
the habit of using the telephone to a 
great extent when making inquiries. 
Where the distance between banks is 
great^ or the investigator is acquainted 
with the banker from whom seeking in- 
formation^ this practice is permissible. 
However, the privilege is often abused 
and in most cases credit men will not 
give out any unfavorable information 
over the telephone. As the receipt of 
this particular data might constitute a 
most important factor in passing on the 
credit risk under consideration, it is 
quite evident that personal calls should 
be made wherever possible and espe- 
cially if there is any suspicion or ink- 
ling that conditions are not the most 
favorable. 
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Questions or Important Points To Be 
Covered • 

As the general purposes and condi- 
tions necessitating a call upon a bank 
have been discussed^ let us now briefly 
take into consideration the general type 
of questions to be asked by the investi- 
gator. In this connection it should be 
remembered that a banker is not under 
any particular obligation^ as a rule^ to 
answer questions and can not consistent- 
ly be questioned to any great extent. A 
great deal depends upon the type of the 
man being interviewed and the way in 
which he is approached. In some cases 
all information is given out by a vice- 
president or by the cashier^ and in other 
cases especially in the larger banks^ by 
young men who are ex-investigators and 
whose particular duty is to answer in- 
quiries both verbal and written. Some 
bank officials are very busy and unable 
to go into full detail. while others are 
inclined to give complete information 
without any questionings and in turn ex- 
pect to learn something from the inves- 
tigator as to how the account is being 
handled at his bank or how the name 
shapes up generally. It is quite ap- 
parent, therefore, that no set of ques- 
tions would be suitable for every case. 
The investigator must use good judg- 
ment and decide what is best, be as 
quick as possible and not outwear his 
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welcome. The practice of using a note 
book during an interview^ especially in 
an attempt to take down the speaker 
verbatim, is not of course conducive to 
results or a favorable reception. Bank- 
ers like to be quoted correctly, but on 
the other hand, are naturally liable to 
become somewhat reticent when they 
see that their confidential opinions are 
being taken down word for word. Also 
by following this system, unless the in- 
vestigator is particularly adept or 
writes shorthand, he is liable to get be- 
hind in his notes, become confused and 
ask questions which have already been 
answered or implied by a look or 
gesture. 

The following general questions cover 
the desired information: 

1. How long have you had the ac- 
count.^ 

In case the account had been recently 
opened the bank's experience woiild be 
limited and worth less than had the ac- 
count been one of long standing. Also, 
an old account is usually a good one or 
otherwise it would have been closed out. 

2. What "Line" is extended .^ 
Bankers often establish a certain 

"line" of credit which they agree to ex- 
tend to a customer while in good stand- 
ing. Aside from certain restrictions 
mentioned beloW; this merely means 
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that the customer can discount his note 
up to the set amount^ the proceeds of 
which will be credited to his account. 
A line may also cover the discounting of 
certain amounts of the concern's "re- 
ceivables", or in the matter of export- 
ing and importing, the discounting or 
accepting of drafts, with or without 
documentary bills attached. 

8. How much is owing at the present 
time? 

It is advisable for the investigator to 
obtain not only present borrowings and 
those on statement date but also the 
high amount of credit extended during 
the year. Some concerns have a set 
line at a bank but rarely take advan- 
tage of it, preferring to use a broker 
and hold bank lines for emergency pur- 
poses. 

4. Does the concern "clean up?" 

When a line of credit is extended it 
is usually with the understanding that 
the concern will be off the bank's books 
for at least one to three months in the 
year. A bank is not in the business of 
investing permanent capital in any con- 
cern and bank borrowings should be 
based on periodic or seasonal demands 
for additional current needs. By ob- 
taining bank advances but periodically 
or by "cleaning up" for several months, 
it is ^ite good proof that the borrower 
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is not solely dependent on the bank. 
During periods of business depression^ 
however, it is sometimes impossible for 
a concern to treat its bank in the proper 
manner either as to borrowings or bal- 
ances, and when making an analysis 
and investigation, therefore, general 
business conditions must be thoroughly 
understood and duly considered. 

5. Are commensurate balances main- 
tained? 

Most bankers, especially those in the 
larger cities, make an effort to have 
their customers maintain balances aver- 
aging about twenty per cent, of the line 
which has been granted. Not only are 
banking profits rather limited and small 
in comparison with those of other lines 
of business, but a bank's loaning capa- 
city is to a certain extent based upon 
its deposits. It is, therefore, only 
proper that the customer maintain fair 
balances. Some banks which are very 
anxious to obtain new business waive 
this requirement but nearly all conser- 
vative and reliable bankers insist as far 
as possible upon the twenty per cent, 
proportion. When bank balances are 
consistently low it is usually good evi- 
dence that the cash position of the con- 
cern is more or less impaired. Propor- 
tionate balances to the line of credit 
granted should be carried at all times 
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and not merely during periods of bor- 
rowing. 

6. Is the paper endorsed? 

If so it is well to learn by whom and 
the approximate value added by the 
endorsement. Some business men have 
interests in more than one company and 
endorse in several directions/ and in 
such cases the value of the endorsement 
is minimized. It is also well to inquire 
as to whether borrowings are secured 
in any way by collateral such as Lib- 
erty bonds^ stocks and bonds or ware- 
house receipts. In other words^ if one 
bank is receiving additional security of 
any kind all banks having the account 
should at least be entitled to know 
about it. As mentioned in a previous 
chapter^ some concerns borrow against 
''receivables" and in such cases a con- 
tingent liability is created. TJiere is 
no particular objection to this kind of 
borrowing and the banks are of course 
receiving double name paper instead of 
single name. Where a concern obtains 
& line of accommodation on its straight 
paper^ however^ and such line is based 
on its net quick asset position which of 
course includes all receivables, it is gen- 
erally felt that it should not also be dis- 
counting its receivables at the same 
time. This is especially true where the 
borrower is also using the facilities of 
the open market. 
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7. Opinion of the managem<snt or 
personnel ? 

The investigator should endeavor to 
learn whether the bank has faith in the 
management and how the various in- 
dividuals are regarded. Some concerns . 
are of the "one man" type and in some 
cases the financial risk may be excel- 
lent yet the personnel regarded as 
tricky, very shrewd or contentious. The ^ 
management of any business should be 
experienced and have ability, and in 
this connection it is well to learn some- 
thing of the history of the concern. Is 
it a seasoned and well established busi- ^ 
ness or one of the mushroom type which 
sprang up so readily during the war? 
Also it is well to ascertain whether the 
industry as a whole has been successful 
and is a stable one, whether competi- 
tion is on a broad basis or highly de- 
structive, and whether legislation is f 
liable to have an adverse effect. -i 

8. Does the concern use your foreign 
department facilities? 

The element of credit also enters into 
foreign exchange transactions which 
may be classified under three headings, 
namely — Documentary Bills, Letters of 
Credit and Bank Acceptances. 

In the first case, where an American 
concern exports merchandise (for which 
an export credit has not been opened 
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by the buyer), the general practice is 
for the seller to draw a draft upon the 
buyer abroad, attach the shipping docu- 
ments and discount the draft at the 
bank which forwards it for collection. 
This draft is known as a Documentary 
Bill and the documents usually consist 
of bills of lading, invoice, packing 
list and insurance certificate. They 
give complete description of the good!s 
as well as carry complete title or own- 
ership, the shipper having released his 
claim by endorsing the bill of lading. 
They also afford fairly complete pro- 
tection against loss from damage or 
theft, as evidenced by the insurance cer- 
tificate issued by the company assuming 
these risks. The discounting of Docu- 
mentary Bills is considered a secured 
transaction, but may assume significant 
importance in case the drafts are not 
paid by the drawee. Unpaid drafts are 
charged back to the American customer 
whose cash position may thus be severe- 
ly impaired by having a large portion 
of his funds tied up in merchandise in 
foreign ports. 

A simple form of Letter of Credit 
transaction is that of a bank issuing a 
credit to enable its customer to import 
merchandise. Funds are thus made 
available to the exporter by permitting 
him to draw a draft on the issuing bank 
in the United States, or upon some for- 
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eign bank designated in the Credit^ 
which after paying the draft becomes 
the owner of the goods covered by the 
attached documents. The American 
bank may release the goods to the cus- 
tomer against payment of the amount 
of the drafts or the documents may 
be delivered against a trust receipt. 
The credit risk in trust receipt 
transactions is practically analogous 
to that of a loan on single name paper^ 
and consequently should be chedced 
with care. 

The use of Acceptance Credits or 
Bank Acceptances may be applied to 
either domestic or foreign transactions 
and consists of an arrangement where- 
by the customer or seller of goods 
draws drafts on the bank which ac- 
cepts them. The accepted drafts or 
so-called "Bills" may then be sold in 
the discount market^ the customer 
receiving his cash from the purchaser 
of the bill and the bank merely 
lending its name and not advancing 
any capital. An accepting bank must 
of course pay the acceptance at ma- 
turity if the customer is unable to do 
so^ and should therefore not enter into 
such an arrangement without first be- 
ing satisfied with the responsibility of 
the drawer. Statutory provisions re- 
quire that documents of title to goods 
be attached to the drafts when pre- 
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sented for acceptance. These are the 
bank's security but it may release them 
to the customer on trust receipt 
or held them until the customer re- 
imburses it for the use of its credit. In 
the event of default^ the bank may sell 
the goods to liquidate the acceptance. 

9. Date of last checking or revision? 
Bank credit men are often willing to 

give the investigator the benefit of some 
of the information they received when 
last revising their folder on the name. 
Some will go so far as to mention opin- 
ions expressed at that time by out-of- 
town trade houses and banks^ but this 
is done only where the banks are on 
very friendly terms and where such 
opinions were not given in confidence. 

10. General opinion? 

Some bank credit men who give out 
information regarding one of their own 
accounts have the habit of answering^ 
"We think well of them" instead of 
voicing a more definite opinion based 
upon the facts in the case. Where the 
investigator is known or the inquiring 
bank well thought of, however, most 
bankers will give an honest opinion and 
make a plain statement of all facts or 
else tell the investigator where he can 
get close information. Some will dis- 
cuss the concern's statement in detail, 
et cetera, while others will give only the 
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most meager details^ possibly not ans- 
wering any of the questions suggested. 
A great deal depends upon the manner 
of approach as well as the policy of 
the bank from which information is be- 
ing sought. Should a concern's banks 
speak unfavorably of the risk it would 
not be essential for the credit investi- 
gator to seek many other interviews un- 
less^ by chance^ other information was 
of a decidedly favorable nature and 
there seemed to be some marked differ- 
ences of opinion as to the concern's 
standing. 

Other questions might be asked of a 
bank when making a particularly diffi- 
cult or special investigation but the 
foregoing are ample for ordinary needs^ 
especially for the beginner. 

When making an interview the in- 
vestigator should be wide awake^ so to 
speak^ and quick to grasp the signifi- 
cance of a few words. A good investi- 
gator must also be a good listener and 
the ability to insert a tactful question 
here and there and to discuss intelli- 
gently the case can hardly result in 
other than a cordial and beneficial in- 
terview. 

As suggested before, letters of in- 
quiry should be sent to some of the out- 
of-town banks having the account. 
Some concerns maintain banking con- 
nections with twenty or more institutions 
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and where it is a mutual account^ it is 
desirable to have the opinions of all^ 
analyzing them as a whole and giving 
especial attention to any figures con- 
cerning established lines of credit and 
borrowings^ both past and present. 
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CHAPTER XI 

Interviewing Trade Houses 

A SSUMING that a credit investiga- 
-^"^ tion is being made and that fiie 
broker offering the paper and the banks 
haying the account have been inter- 
viewed^ the last step as far as the out- 
side investigation goes^ is to call upon 
several trade houses with which tlie 
concern may be doing business^ as well 
as possibly upon one or two competitors. 
In order to save time and unnecessary 
calls, when revising one of the bank's 
own accounts^ the investigator can often 
find out quite easily the names of the 
parties then selling the concern, by 
glancing over any cancelled checks, or 
so-called vouchers, which may be on 
file. In so doing, however, he should 
be careful not to list the names of any 
parties which may be affiliated or asso- 
ciated in any way or those to whom 
payments have evidently been made for 
small expenses or labor. Where the 
concern under investigation is not one 
of the bank's own accounts and is per- 
haps being looked up for the benefit of 
a customer or bank correspondent, the 
broker or banks having the account will 
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often be able to famish the inyestigator 
with trade references. In case they do 
not^ however, it is usually a simple mat- 
ter to locate several houses from which 
purchases are made. For example, were 
a grocery name being investigated, it 
would be safe to assume that purchases 
would include sugar, baidng powder, 
breakfast cereals, teas and coffee, and 
some of the prominent houses in these 
lines would no doubt have dealings. In 
fact, where the investigator knows the 
type and nature of business in which 
a concern is engaged, he can without 
much difficulty get some trade informa- 
tion either by letter or personal calL 

Various Method* of Making Trade 
Investigations 

Investigators for various banks either 
because of instruction or by choice em- 
ploy different methods in making trade 
investigations. Some devote their time 
to checking concerns engaged in one 
line of business, such as grocery houses 
or textile plants, and when calling on 
the trade make inquiry upon several 
names, thus completing a number of 
revisions or original investigations by 
making but comparatively few calls. In 
this connection, however, some mercan- 
tile credit men feel that it is an imposi- 
tion for a credit investigator to submit 
a long list of names, or they are pos^ 
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sibly too busy to give the full amount 
of data desired on each. Consequently^ 
the investigator may obtain rather pre- 
functory checkings when carrying too 
many names. After spending a few 
months in one line of business such men 
are assigned to another line and thus 
learn the essential factors regarding 
each trade quite thoroughly. Other 
men^ however, go into all lines of busi- 
ness, taking but one or two names at a 
time and usually completing these in< 
vestigations before attempting others. 
This method is believed to be more in- 
structive and interesting for the investi- 
gator, but as each system has its ad- 
vantages, no attempt will be made to 
state which is the better. In any event, 
the investigator should take an interest 
in his work and endeavor to obtain some 
close personal information instead of 
trying to break his record for the num- 
ber of calls made or the number of in- 
vestigations finished. 

Partners, officers and sales managers 
of trade houses are in many cases in 
very close touch with concerns they are 
selling and are thus in an excellent po- 
sition to impart valuable infonnation, 
especially concerning the personnel. If 
the investigator is merely satisfied to 
learn ledger account experience and 
makes no effort to go further he is not 
much of an asset to his bank. 
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Importance of Learning General Trade 
Conditions 

In making a trade investigation it is 
sometimes desirable^ where possible^ to 
talk oyer conditions in the line with the 
credit man for a few minutes. A better 
acquaintance is thus formed and when 
the investigator returns to the name in 
question^ he will find that the credit 
man will talk more freely and informa- 
tion of greater value will be received. 
This is especially true in the dry goods 
trade where it is often customary for 
credit ofiBce assistants merely to dis- 
pense data as to the amount of goods 
sold, terms and methods of payment. 
Fifty or more such references are not 
of much value and it is far better to 
make a few more lengthy calls upon 
experienced credit men. Several of 
such inquiries will often suffice to estab- 
lish the true position of the concern in 
the trade, whereas it is possible that 
a large number of indiscriminate calls 
may hurt the standing of the company. 
Credit men in different lines often meet 
and discuss certain problems or doubt- 
ful risks and sometimes when they find 
that a bank is making a very large num- 
ber of inquiries about a concern may as- 
sume that something is wrong and that 
the bank is considering curtailing its 
credit. 

In calling upon a few trade houses, 
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therefore^ the investigator should try to 
get in touch with the men who are thor- 
oughly acquainted with the subject and 
learn from them everything possible re- 
garding the business. The obtaining of 
a satisfactory interview, however, de- 
pends very largely upon the personality 
of the investigator and his manner of 
approach, as well as possibly his knowl- 
edge of credit fundamentals. When he 
first begins to make calls he is received 
as a representative of his bank, and as 
such is generally given a certain amount 
of information, often of a more or less 
routine character. Later he becomes 
known and the information given him 
depends largely upon his merits. If he 
appears incompetent, tactless and asks 
questions in a routine way, he probably 
will not be very successful. The quali- 
fied investigator will be as well versed 
in his subject as possible before leaving 
the bank, as concise in his questions as 
necessary and alert and observing. 
While it is not always practicable for 
him to give out information as to his 
bank's experience with the account, yet 
when the occasion seems to require it, 
and the same is not confidential, there 
is no harm in his saying a word or two. 
An investigator can not always obtain 
a great deal without giving something, 
but he must not, however, circulate 
rumors and spread gossip or give the 
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impression that he has little regard for 
confidential information imparted by 
others. In this connection^ it is well to 
remember that a concern's credit stand- 
ing is often the result of the life time 
effort of certain individuals^ and that a 
garbled report on the part of an inves- 
tigator might work serious harm. An 
investigator must therefore always play 
fair and never allow a personal preju- 
dice to warp his judgment. 

Trade Terms and Discounts 

Under the present system of open 
book accoimts by which goods are sold 
on net terms or subject to a cash dis- 
count for payment within a certain pe- 
riod, many kinds of trade terms have 
arisen and various discoimts are offered. 
As houses in the same line of business 
often sell on different terms and as there 
are various terms on similar kinds of 
goods, it is practically impossible for 
the beginner, or in fact the more expe- 
rienced man, to be familiar with all of 
them. However, this is not necessary 
as long as the investigator has a gen- 
eral knowledge of their use and mean- 
ing. The following terms are in gen- 
eral use in many localities but are of 
course subject to modification and con- 
stant change. They are only set forth 
with the idea of presenting to the 
reader some idea of the intricacy of 
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credit investigating in trade circles and 
the necessity of having a broad knowl- 
edge of all kinds of business and in- 
dustry. 

Before mentioning these terms it may 
be of interest to explain briefly several 
of the more common ones. In the case 
of 2-10-80 or 80-2-10, for example, 
spoken of as two per cent, in ten days 
— ^thirty days net, the discount would 
be allowed if payment were made with- 
in ten days from date of bill. Should 
the bill be paid after the tenth day but 
before the thirtieth day, payment would 
generally be considered prompt or in- 
side, on the thirtieth day as prompt 
and thereafter it would be slow. Where 
bills are dated ahead such as on sixty- 
days' dating terms, written 2-10-60 and 
referred to as seventy days especially 
in the wholesale dry goods business, 
payment would be anticipated if made 
before the seventieth day, and not only 
the two per cent, discount would be de- 
ducted but interest on a six per cent. 
per annum basis would be allowed for 
the unexpired time on the net amount. 
In this particular case payment up to 
the seventieth day would be considered 
as anticipated or inside, on the seven- 
tieth day as prompt or discounted, and 
thereafter payment would be slow. 

Where goods are sold on terms of 
6-10-60, that is on a seventy-day basis. 
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for example^ or on longer terms^ the pur- 
chaser is sometimes given the preference 
of choosing shorter terms and thus 
receiving a larger discount. Such pay- 
ments are usuidly due on the tenth of 
the following month and are merely re- 
ferred to as 10 e. o. m.^ own option^ and 
the discount allowed would probably be 
seven per cent. 

The term — S-D — B-L, means that a 
sight draft drawn on the consignee is 
attached to the Bill of Lading at time 
of shipment and payment of draft must 
be made before the goods can be re- 
ceived. 

Seasons' dating terms usually ap- 
ply to advance business for the 
spring and fall trade. As an ex- 
ample^ if fall goods were sold early 
in the year delivery would probably be 
made in June or July and bill would 
possibly be dated October first, ma- 
turing on the tenth. A regular cash dis- 
count would be deducted from face of 
bill if paid when due and interest would 
also be deducted if payment were antici- 
pated. In some cases if payment ran 
overtime, the discount would be de- 
ducted and interest added for the extra 
period. 

No set rule can be given for the es- 
tablishment or figuring of discounts 
and in fact none is necessary. The 
following list is merely given so 
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that the investigator may be somewhat 
familiar with some of the trade terms 
he may encounter in the coarse of his 
investigating career^ and when analyz- 
ing a concern's statement may know 
whether receivables as compared with 
yearly sales^ taking into consideration 
terms of payment^ indicate prompt or 
slow collections. The investigator 
should bear in mind^ however^ that 
many lines of business are highly 
seasonal and receivables outstanding at 
one period of the year may be consid- 
erably higher than a few months earlier 
or later. 

Autotnohilei — to distributor — cash S-D 
B-L attached. 

Automobile accessories — ^manufacturers' 
terms — 2-10-80 net. 

Bakers* supplies — one per cent. — ^thirty 
days. 

Boxes, wooden — 1 or 2-10-80 net. 

Cigars — 2-10 to 4 months net. 

Cigarettes — 2-10 and occasionally sixty 
days net. 

Clothing, men's — 7-10-60 days' dating 
to 4 months net. Also 7-10 sea- 
sons' dating or thirty days net. 

Coal and coke — S-D — B-L to thirty or 
sixty days net, f .o.b. mines or de- 
livered. 

Coffee — roasted to jobbers — 2-10-60 
net. .Roasted — wholesaler to re- 
tailer — 1 or 2-10-80 net. 
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Cottar#— 2-10-80 net. 

Confectionery — ^to wholesaler and re- 
tailer — 2-10-30 or 60 net. 

Cotton, raw — cash — S-D — B-L. 

Drugt — 1-10-80 net. 

Dffet — 1 or 2-10-80 net. 

Electrical products — 2 to 5-10 or 80 to 
60 net. 

Export termt — ^ten days net from date 
of invoice or cash against docu- 
ments. 

Feather* — ^to flower and feather manu- 
facturers — ten per cent. — 10 e.ojn. 

Flour — ^terms vary according to size of 
shipment^ distance^ locality, grade, 
etc. Carload shipments often made 
against arrival draft with B-L at- 
tached. 

Fruits and vegetables, canned — by 
packer 1^ to 2-10-80 or 60 net. 

Furniture, wholesale — 2-10-80 or 60 
net. Sometimes 4-10-60 days' dat- 
ing. 

Fish, canned — ^to wholesaler — 1^-10- 
80 net. 

Qlass, cut — 2-10-80 net. 

Qrain — cash — S-D — B-L, elevator re- 
ceipts, trust receipts. 

Groceries — wholesaler to retailer — % 
to 1-10-30 or 60 net. 

Handkerchiefs — 7-10-60 days' dating. 

Hardware — 2-10-80 or 60 net. 

Hides and shins — S-D — B-L. 

Hosiery — 1-10-60 days' dating. 
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Iron, pig — ^thirty days net from date of 

invoice. 
Iron, rolled products — ^-10-30 net. 
Jewelry — 6-80 or four months net. 
Laces — 7-10-60 days' dating. 
Lead, to paint manufacturers — 2-16-60 

net. 
Leather, to shoe manufacturers — 1-10 

30 net, also five per cent.-ten or 

four per cent, thirty days. 
Leather, strap, bag and harness — ^two 

per cent.-ten, two per cent.-thirty,- 

sixty days net. 
Linseed, to paint manufacturers — 1-10- 

30 net. 
Lumber — S-D — B-L to thirty days or 

Timber Lien notes. 
Meat packing, fresh meat — ^usually 

sold on weekly basis to retailer, 

cured meats — ^net thirty day terms, 

canned meats and lard — ^ to 1- 

10-30, carload shipments — S-D — 

B-L attached. 
Machinery, large — special contract 

terms. 
Mill supplies and machinery — 2-10-30 

or 60 net. 
Milk, condensed and evaporated to 

wholesalers — 2-10-30 net. 
Musical instruments — 2-10-30 net. 
Pipes, tubing, valves and fittings — 2-10- 

80 or 60 net. 
Preserves, sauces, pork and beans, etc. 

—1% to 2-10-30 net. 
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Paper, wholesale — 2 or 8-80 days^ bills 
payable fifteenth following month. 

Roofing producU — 2-10-80 net. 

Rubber, jobber to manufacturer — 10 to 
15 days net^ held close to terms — 
a near cash basis. 

Shoes — 1 or 2-10-80 net, also five per 
cent.-ten in the case of jobbers. 

Saddlery — 2-10-30 net. 

Soap — 2-10-80 net. 

Soups — canned — 1% to 2-10-30 net. 

5<e<?i— y2-10-80 net. 

Silverware — ^two per cent.-thirty, net 
four months, or 2-10-80 net. 

Shirts, men's — 2 to 6-10-60 days' dat- 
ing, or 2-10-30 net. 

Silk, raw — European — 60 days ; Japan- 
ese — four months — ^mostly trade 
acceptances. 

Spices — ^to wholesaler — 1 or 2-10-30 
net. 

Sugar, refined — ^to wholesalers and man- 
ufacturers — ^two per cent, for pay- 
ment within seven days after ar- 
rival of shipment. 

Tea — importer to jobber — 3-10-4 
months net. Wholesaler to retailer 
— 8 or 6-10 or 80 days, or 60 days 
to four months net. 

Textiles, cotton cloth — 2-10-60 days' 
dating. Cotton cloth — ^gray goods 
(i. e. unfinished) — ^ten days net. 
Woolen dress goods — 30 days net, 
e. o. m. Silk ^>oda — 6-10-60 days' 
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dating^ or seven per cent, payable 
ten days e. o. m.^ purchaser's own 
option. Silk goods — ^gray — ten 
days net, or 10 e. o. m. Ribbons — 
usually 6-10-60 days' dating. 

Tirei — ^manufacturers' terms — five per 
cent. 10 e. o. m. thereafter net. 

Twine and cordage, wholesale — 2-10-80 
net. 

Underwear — 1 or 2-10-60 days' dating 
or thirty days net. 

Wire products — 2-10-60 net. 

Yams — ^two or three per cent, or net 10 
e. o. m. 

The foregoing terms are in quite gen- 
eral use yet are subject to change at all 
times. There is no rule as to what dis- 
counts a concern can ask or give. Dur- 
ing the recent period of expansion there 
was a general tendency to lower dis- 
count rates and shorten the time for 
payment. This was the result of a 
sellers' market and the scarcity of mer- 
chandise. Now that it is more difficult 
to sell goods it is more common to offer 
additional inducements to purchase in 
the form of higher discounts and longer 
terms. While it is essential to know on 
what terms goods are being sold or pur- 
chased when checking a name, it is espe- 
cially important when it is found that 
payments for merchandise are running 
slow. For example, on ten day terms 
a payment made a few days overtime' 
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is not so serious a matter as when four 
months' terms have been extended and 
no check is forthcoming at the end of 
that period. On the other hand^ during 
the period of high interest rates a con- 
cern could hardly be criticized for not 
anticipating its bills on a six per cent, 
basis when money could not be had ex- 
cept at a higher rate. 

Suggested Questions for a Trade In- 
vestigation 

In making an investigation in trade 
circles the investigator will of course 
ask the credit man or be informed with- 
out questionings as to the age of the ac- 
count^ highest credit extended^ average 
monthly or yearly sales, method of pay- 
ment and terms of sale. If the account 
has been on the books for several sea- 
sons the information offered will be of 
more value than should the account be 
a new one. Mention of the highest 
credit extended is somewhat of an in- 
dication of the credit man's opinion of 
the risk, and knowledge of the method 
of payment is likewise an indication of 
the desirability of the account. Where a 
concern is chronically slow in meeting 
its obligations it is quite evident that it 
lacks sufiBcient working capital and is 
not properly managed. On the other 
hands when a house of several years' 
growth is an active purchaser in the 
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trade^ and has a record of anticipating 
or meeting aU bills promptly^ the prob- 
ability is that its finances are in sound 
condition. 

After receiving this so-called ledger 
experience it is well to ask the credit 
man as to his general opinion of the 
subject as to management and financial 
responsibility. Such an opinion to be of 
much value^ must however be backed up 
by an actual acquaintance with the per- 
sonnel and a definite knowledge of the 
concern's position both physical and fi- 
nancial. The investigator should there- 
fore try to get in touch with someone^ 
during the course of his investigation, 
having a personal knowledge of the 
character and ability of the manage- 
ment, the location and equipment of tiie 
plant, source of raw material, labor 
conditions, growth of the business and 
possibilities for future success. It is 
also well for the investigator to inquire 
into the conditions of the trade at the 
time and learn of any factors which 
might affect its general prosperity. As 
an example, business in the lace trade 
has been somewhat at a standstill as 
far as the placing of future orders is 
concerned, due to the fact that most of 
the goods are imported; and inasmuch 
as the tariff on this class of merchan- 
dise has not been fixed, it has been nec- 
essary to quote prices subject to change, 
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and some buyers have held off until 
definite questions could be submitted. 
Should the delay in fixing the rate be of 
some months' duration business in this 
line might be seriously affected. 

Ano^er matter of importance is to 
obtain some knowledge as to the finish- 
ed product. The investigator should 
endeavor to learn something as to its 
quality^ where sold and if there is a 
steady demand. If the product is a 
luxury subject to change in style and 
has a fluctuating demand the prospects 
for success might not be alluring. It is 
also well to learn if the demand for the 
product is subject to conditions in any 
other line. For example^ prosperity in 
the tire business is more or less de- 
pendent upon conditions in the automo- 
bile industry, for when few motor vehi- 
cles are being sold the demand for tires 
is much less. 

The recent period of falling prices 
has also made it necessary for the in- 
vestigator to inquire as to whether the 
subject concern is in the habit of can- 
celling orders without due cause or re- 
turning goods when prices are falling 
upon pretext that certain defects have 
been noted. Such practices, which are 
to be condemned most strongly and in- 
dicate a questionable moral risk, have 
resulted in the filing of numerous suits 
which are, of course, a matter of public 

178 



Digitized by VjOOQ IC 



BANK CREDIT INVESTIGATOR 

record and should not be overlooked. 
In tliis connection^ it is well to inquire 
as to whether the subject has made 
large commitments for future delivery 
of raw material and is liable to be ad- 
versely affected should there be a drop 
in the market price. Commitments for 
unduly large amounts of merchandise at 
high prices have been the cause of 
many failures or creditors' committees 
and the possibility for loss in this di- 
rection on a falling market is enormous. 

As was found to be true in the case 
of an interview with a banker or broker, 
no definite set of questions or line of 
thought can be suggested which would 
be applicable to all interviews in trade 
circles. In other words, the retail risk 
can not be judged in the same light as 
the wholesale risk and questions which 
would be apropos when investigating a 
commission house would not be of rela- 
tive importance when looking up a 
manufacturing concern. 

Before completing an outside investi- 
gation it is sometimes well to call upon 
one or two competitors to learn what 
opinion they have of the subject. Such 
a competitor, if he can be induced to 
talk, will often give the investigator 
valuable information as to conditions in 
the business, future prospects, and prob- 
able demand for his own and his com- 
petitor's goods. In certain lines com- 
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petitors are well acquainted with each 
other and on verj friendly terms and 
this source of information should not be 
overlooked^ although it is always well 
for the investigator to consult his su- 
perior before going too far in this di- 
rection. Interviews with competitors 
should be treated in strict confidence 
and one should not create a false im- 
pression as to the reason for caUing. 

Knowledge of Shorthand Valuable, 

As mentioned in a previous chapter^ 
many investigators are nowadays able 
to write shorthand. This is a very valu- 
able asset and makes it possible to set 
down more complete and accurate in- 
formation as well as to save time. As a 
general rule, however, experienced in- 
vestigators do not write while calling 
upon a banker or business man. Many 
men, in fact, seriously object to being 
taken down word for word and in such 
instances limit their answers or speak 
very reservedly. Not only is this true, 
but if the investigator is frantically 
trying to copy down every word, he is 
perhaps losing the vital part of the 
opinion being expressed, and often finds 
himself far behind the speaker in mind 
and notes. When interviewing a credit 
man with whom one is well acquainted 
or when a number of figures are being 
given, it is sometimes permissible to 
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make notes. With a little practice it 
becomes fairly easy to remember every- 
thing that has been said during an in- 
terview and to immediately afterwards 
make some essential notes. If the in- 
vestigator will concentrate upon the 
main points he will find it comparatively 
easy to recall the entire interview, when 
writing up his report. 

The Use of Trade Acceptances 

Having described the open account 
method of doing business, with its vari- 
ous discounts for early payment, it 
may be of interest to discuss the 
trade acceptance system of payment 
which has come into limited use during 
the past few years, and has been de- 
signed to supersede the open book ac- 
count in virtually all cases wherein busi- 
ness is not done on a strictly cash basis, 
or very short terms. 

A trade acceptance has been defined 
as "a time draft or bill of exchange 
drawn by the seller of merchandise on 
the buyer for the purchase price of the 
goods, and bearing on its face the signed 
acceptance of the buyer, with date and 
place of payment." By obtaining such 
an acceptance, instead of selling on 
open account, the seller has an instru- 
ment, representing on its face a par- 
ticular sale of goods, and an absolute 
acknowledgment of the correctness of 
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the seller's claim as well as a definite 
promise to pay on a certain day. 

Before enumerating more completely 
the advantages of the trade acceptance 
system^ what is more objectionable in 
the open book accomit system should be 
noted. Briefly stated^ while open book 
accounts are usually payable on a defi- 
nite date^ they may be disputed and re- 
ductions demanded ; the buyer with cash 
gets a discount while the buyer who 
must take full time is placed at a dis- 
advantage; large bank borrowings are 
necessitated to discount bills. Also^ a 
banker when analyzing the statement of 
a borrower for the purpose of extend- 
ing credit regards the item of Accounts 
Receivable as subject to considerable 
depreciation^ and largely for that reason 
demands a substantial excess of quick 
assets over current liabilities. 

A trade acceptance, as we have 
learned is a written acknowledgment of 
a current business debt, payment of 
which is not due. With this written 
acknowledgment in mind the buyer de- 
velops a habit of careful buying. In or- 
der to meet payment he gives strict at- 
tention to his own collections which are 
therefore stimulated. 

By adopting the trade acceptance 
method, the seller converts a non-liquid 
book account into a self-liquidating 
negotiable instrument of definite matu- 
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rity and amount. He thus lessens the 
cost of collections and reduces disputes 
and bad practices. The seller's bor- 
rowing position at his bank is also much 
improved, and his general credit posi- 
tion is stronger. When acceptances are 
discounted at the bank, two name paper 
is thus received and is more acceptable 
than the single name note of the bor- 
rower. In fact, the legitimate accept- 
ance of the successful dealer, dis- 
counted by the seller at his bank, is 
considered a most liquid kind of paper, 
and in certain cases has commanded a 
lower rate than other paper when redis- 
counted at Federal Reserve banks. 

Certain abuses have of course crept 
into the trade acceptance system and 
the practice of giving them to close over 
due accounts is not looked upon with 
favor, such action creating nothing more 
than accommodation paper. The prac- 
tice of not paying an acceptance when 
due is also most undesirable, for in case 
it has been discounted by tiie seller at 
his bank the unpaid item is charged 
back to him possibly occasioning much 
inconvenience. Likewise, acceptances 
should not be drawn where no real 
transaction has taken place. In this 
connection, instances have come to at- 
tention where two concerns have ship- 
ped goods back and forth to one an- 
other, each drawing trade acceptances, 

188 



Digitized by VjOOQ IC 



BANK CREDIT INVESTIGATOR 

which were discounted at the banks but 
not paid when due and extensions re- 
quested. 

While the use of acceptances is be- 
lieved to be growing they are of course 
not applicable to all lines of business^ 
and prevailing conditions in most trades 
have grown up through years of prac- 
tice and custom^ and only time and edu- 
cation will work out a system satisfac- 
tory to all. A great deal more could 
be said along this line but many valu- 
able books and articles have been writ- 
ten on the subject^ and the American 
Acceptance Council at 111 Broadway^ 
New York City, has prepared exten- 
sive literature for distribution to those 
interested. 



184 



Digitized by VjOOQ IC 



CHAPTER XII 
Summarizing the Investigation 

A SSUMING that the name under re- 
■^^^ view has been investigated in bank^ 
brokerage and trade circles^ and that 
statements^ operating details^ agency 
reports and other data have been thor- 
oughly analyzed^ the next and perhaps 
final step^ as far as the investigator is 
concerned^ is the preparation of a brief 
summary. Some banks do not require 
this^ preferring only that the informa- 
tion which has been received and writ- 
ten up be turned over to a credit officer 
who will pass upon the risk. Other 
banks^ on the contrary^ have recognized 
the advisability and value of a thorough 
review by the man having collected the 
data^ who, with the exception of not 
having a personal acquaintanceship 
with the parties at interest, is in par- 
ticularly close touch with the situation. 
In the case of a large bank having pos- 
sibly thousands of borrowing accounts, 
the credit officers do not have time or 
opportunity sometimes to study into a 
risk in every detail, and by having the 
investigator summarize his work, bring- 
ing out clearly every point of impor- 
tance, the entire situation can be more 
quickly grasped and analyzed by the 
official. 
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The soimiiarj is also of value where 
the name in question has merely been 
looked up as tiie result of a written or 
verbal inquiry of a client. In such a 
case either the investigator^ a division 
head^ the credit manager or an officer 
may wish to answer the inquiry^ at the 
time or at a later date^ and by referring 
to a summary^ can quickly grasp the 
situation or refresh his memory with- 
out reading through the entire folder. 

Suggested Form of Summary 

As to the make-up of the summary^ 
any form will be satisfactory although 
it is always desirable to segregate the 
favorable and unfavorable features, the 
latter being underlined often in red 
throughout the folder. The investiga- 
tor should bring out points such as good 
bank balances, the discounting of trade 
bills, a reduction in liabilities or exces- 
sive inventories, an increased volume of 
business and high opinions of the man- 
agement; or conversely, continuous and 
excessive borrowings, a poor trade rec- 
ord, a top-heavy statement and an un- 
favorable moral risk. It is also desir- 
able to briefly set forth either before 
or below the foregoing, the trade expe- 
rience, noting the number of active ac- 
counts located, the terms of purchase, 
amount of credit extended and method 
of payment. Also, where the concern 
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uses several banks it is well to plainly 
set forth after the name of each bank^ 
figures or words indicating balances 
carried^ line granted^ amount owing and 
whether accommodation is granted on 
straight paper or on an endorsed or col- 
lateral basis. 

Having included in the summary all 
items of importance^ a rating sudi as 
good^ fair or poor should be added. In 
drawing this final conclusion^ it might 
be of help to the investigator to ask 
himself this question: "Would I be 
willing to lend my own money to this 
concern?" If the rating were to be 
good the answer would be in the affirma- 
tive: if fair, the risk would not be as 
desirable and no doubt collateral or a 
strong endorsement should be secured; 
and, in the case of poor, a loan would 
probably be undesirable under any con- 
sideration. 

In order to make a summary and to 
form a worthwhile opinion, the investi- 
gator must have the ability to weigh 
facts, and unless he is properly trained 
he may be inclined to jump too quickly 
at conclusions. Some banks follow the 
method of having investigators merely 
gather information while more experi- 
enced men are given the work of sum- 
marizing and writing letters in answer 
to inquiries. This may be an excellent 
plan while the investigator is studying 
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the rudiments of the work^ but after he 
has had sufficient experience it is more 
desirable that the whole job be turned 
over to him, subject to review by his 
superior. The man who has made an 
investigation can often add a personal 
touch or feeling to a letter which in 
most cases would be impossible for one 
to do who had made but a cursory read- 
ing of the collected information. 

Answering Credit Inquiries hy Letter 

The letter which is written in answer 
to an inquiry should not, except in rare 
instances, mention the names of the 
banks or other concerns which have as- 
sisted in furnishing the data. Neither 
should it give information in such a 
pointed manner as to later reflect in a 
detrimental way on the bank writing 
the letter. Letters sometimes unfor- 
tunately get into the hands of others 
than to whom directed and should there- 
fore be worded in a careful manner, yet 
in such a way that an idea of the true 
state of affairs is revealed. Good let- 
ter writing comes from experience and 
if the investigator never makes a sum- 
mary, forms an opinion or writes a let- 
ter an essential part of his credit educa- 
tion is being neglected. 

Thoroughness as to detail is an essen- 
tial factor in writing a good credit let- 
ter and figures should not be quoted or 
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statements made which are not absolute- 
ly correct. Also letters containing 
flowery phrases and omitting or conceal- 
ing points of information having an im- 
portant bearing on the risk are not of 
much value to the inquirer. 

As a means of guidance to banks and 
persons engaged in credit work^ the fol- 
lowing rules or statement of credit de- 
partment ethics have been prepared by 
the Robert Morris Associates and 
should be of interest and value to all 
investigators : 

The first and cardinal principle in credit 
investigation is the sacredness of the replies. 

Any betrayal of the confidence implied 
when credit information is given brands the 
offender unworthy of consideration or con- 
fidence. 

Indiscriminate revision of files, when there 
is no real need of information, is unneces- 
sary, wasteful and undesirable. 

Every letter of inquiry should indicate in 
some definite and conspicuous manner the 
object and scope of the inquiry. 

When more than one inquiry on the same 
subject is sent simultaneously to banks in 
the same city, this fact should be plainly 
set forth in the inquiries. 

If form letters are used in making in- 
quiries, it is good practice to have them 
bear the manual signature of the inquirer to 
establish responsibility. 

In seeking information, the name of the 
inquirer, in whose behalf the inquiry is 
made, should not be disclosed without per- 
mission. 

The recipient of a credit inquiry who 
urges his correspondents to make plain the 
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object and scope of their investigation, 
in his duty if lie neglects to read carefully 
each special letter of inquiry and to answer 
frankly specific questions t^«rpin. 

In answering inquiries, if ^ Iflvisable to 
disclose all material facts btmring on the 
credit of the subject, because-|f4W under- 
standing is always necessary and because 
all paper offered should be of ttie same de- 
scription as that held by the borrower's own 
bank. 

In answering inquiries the source of the 
information smiula not be disclosed with- 
out permission. 

It is not permissible nor the part of good 
faith, in soliciting accounts from a competi- 
tor, to seek information from the competitor 
wiUiout frankly stating the object of the 
inquiry. 

As a closing suggestion the investi- 
gator should not become too critical in 
his work but should remember that it is 
far harder to build up an organization 
and be constructive thanr^to criticize. 
Manufacturing and commission houses 
would indeed do but a small business if 
the effort and time of their officials 
and employees were mainly spent 
in criticizing the faults and weaknesses 
of prospective purchasers. The same is 
true of the banking business^ and the 
credit man must therefore be ever ready 
to offer helpful suggestions^ and in the 
capacity of a financial doctor^ act for 
the benefit of his clients. Critical and 
analytical ability alone does not make 
A successful banker and the characteris- 
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tics of sound judgment^ imaginauon^ 
loyalty, tact and courtesy must be ever 
present. Such qualifications are found 
in the bi; -.nkers of today, and the fol- 
lowing excerpts from the pen of a 
prominwxt New York bank president 
may be of interest to all young men who 
are engaged in bank work: 

"So large a part of modem business 
is done on credit that a very useful 
study is that of credits and economics, 
as these are indispensable to the busi- 
ness man who aspires to fit himself for 
the highest positions in the business or 
financial world. Success or failure, it 
has been aptly said, depends upon how 
you select your risks. America has 
lagged behind Europe in building up 
credit information and credit systems. 
The importance of accurate, adequate 
credit information has been brought 
home to American business men as the 
question of selling to foreign customers 
has come up on an unprecedented scale. 
Few American companies have in their 
possession enough information about 
prospective foreign customers to enable 
them to judge whether extensive credits 
can be safely extended. American fi- 
nancial institutions have now taken up 
this problem in earnest and, through co- 
operating with the many foreign con- 
nections now being established, are rap- 
idly strengthening this weak link in oar 
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international commercial chain. The 
theory and principles of credit can be 
studied from books and from the courses 
which are conducted by institutions 
which now play a constructive part in 
improving the education of young men 
and older men who are anxious to rise in 
their business. Any man who can ob- 
tain opportunity to secure a period of 
practical training in a credit depart- 
ment should eagerly avail himself of it 
because he can there get an insight into 
what goes on behind the scenes^ so to 
speak, which he could not get in any 
other department." 



END 
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